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FEDERAL RESERVE’S SECOND MONETARY 
POLICY REPORT FOR 2013 


THURSDAY, JULY 18, 2013 

U.S. Senate, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The Committee met at 10:45 a.m., in room SD-538, Dirksen Sen- 
ate Office Building, Hon. Tim Johnson, Chairman of the Com- 
mittee, presiding. 

OPENING STATEMENT OF CHAIRMAN TIM JOHNSON 

Chairman JOHNSON. Good morning. I call this hearing to order. 
Today we welcome Chairman Bernanke back to the Committee to 
deliver the Federal Reserve’s semiannual Monetary Policy Report. 

Nearly 5 years after the worst financial crisis since the Great De- 
pression, the U.S. economy continues to show signs of improve- 
ment. Recently, we have seen the housing market strengthen and 
payroll employment firm up. Private sector job growth strength- 
ened this year to around 200,000 jobs per month. The economy has 
shown signs of resilience despite fiscal tightening. 

On housing, I am pleased to see that the recovery is gaining mo- 
mentum, with solid home price gains nationwide. New home con- 
struction has seen double-digit growth, and single-family home 
sales have also picked up. Many homeowners remain underwater, 
but overall numbers continue to decline. Going forward, I would en- 
courage the Fed to be thoughtful in its actions to make sure these 
positive trends in housing continue. 

Congress has a role to play, too. To address FHA’s short-term 
challenges. Ranking Member Crapo and I released details this 
week of bipartisan legislation to get FHA back on stable footing 
and strengthen a program important to many Americans. Fol- 
lowing this effort, we will turn to comprehensive housing finance 
reform legislation. 

Much progress has been made, but the labor market has not fully 
recovered from the Great Recession. Labor force participation re- 
mains low even when accounting for retiring baby boomers, and 
long-term unemployment remains near historic levels. Moreover, 
youth unemployment remains high, and even many young college 
graduates struggle to find gainful employment. These trends have 
lasting effects on the economy. Over the longer term, skill erosion 
from prolonged unemployment would reduce our economy’s poten- 
tial. It is important that we help, not hurt, young Americans’ pros- 
pects and why it is so important that Congress finds a reasonable 
solution to the recent increase in student loan rates. 

( 1 ) 
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To fulfill its dual mandate, the Fed should not prematurely step 
on the brakes. With consumer price inflation low and the unem- 
ployment rate unacceptably high, the Fed must continue to take ac- 
tion to support employment. When the time comes, it is important 
that monetary policy adjustments are gradual and do not disrupt 
financial stability and economic growth. 

Chairman Bernanke, I thank you for your years of service and 
leadership at the Federal Reserve during a challenging period in 
our Nation’s history, and I look forward to hearing your testimony. 

I now turn to Ranking Member Crapo. 

STATEMENT OF SENATOR MIKE CRAPO 

Senator Crapo. Thank you very much, Mr. Chairman. And 
Chairman Bernanke, welcome. 

I welcome our Federal Reserve Chairman Ben Bernanke back to 
the Banking Committee to testify at the semiannual Humphrey- 
Hawkins hearing regarding the Federal Reserve’s monetary policy 
and the state of the economy. 

In recent weeks, the prudential banking regulators have been 
very active on a number of regulatory fronts, including releasing 
final regulations to implement the Basel III capital rules and pro- 
posed regulations on capital leverage ratios. I thank Chairman 
Bernanke personally for addressing the concerns that Chairman 
Johnson and I raised in our February letter about the unique char- 
acteristics of community banks and insurance companies. A one- 
size-fits-all approach regarding capital rules does not work for 
these types of entities. 

With regard to monetary policy, we have experienced a period 
where the Fed has pushed the short-term interest rate down to 
zero more than 4 years ago. The Fed pursued quantitative easing, 
or what has become known as “QE”, in order to suppress long-term 
interest rates. As a result, the Fed’s balance sheet now stands at 
nearly $3.5 trillion, with an additional $85 billion every month in 
long-term assets being added. 

Recently released FOMC minutes from the June meeting indicate 
that several members of the Board felt that a reduction in asset 
purchases would likely soon be warranted. Several noted econo- 
mists have called into question whether the benefits of these pur- 
chases outweigh the risks. The negative reaction by equity markets 
to the June FOMC statement on tapering indicates that some of 
the increase in the prices of equities and other assets recently is 
attributable to the Fed’s balance sheet expansion and not to purely 
economic fundamentals. In fact, June marked the worst month on 
record for bond fund outflows. 

The reaction indicates that markets are still heavily reliant on 
Government intervention, which is not good for the long-term 
health of the economy. I am interested to hear from Chairman 
Bernanke to what extent the Fed anticipates the inevitable taper- 
ing process will cause in terms of additional periods of market vola- 
tility. 

Because the official stance of the Fed is that the decision to taper 
remains data dependent, I am interested in hearing if the Chair- 
man believes laying out specific data would improve both the Fed’s 
commitment to the policy and the market’s reaction to it. 
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Beyond tapering, which is simply slowing the rate of growth of 
the Fed’s balance sheet, is the more important issue of winding 
down the Fed’s massive balance sheet. The Fed has indicated that 
it may continue to roll over its holdings of long-term assets, which 
means that its balance sheet may not shrink for some time. 

A key element of the exit strategy adopted by the FOMC in June 
of 2011 is a 3- to 5-year period over which the Fed expected that 
it could completely eliminate its holdings of agency securities. This 
was done for the purpose of minimizing the extent to which the 
agency securities portfolio might affect the allocation of credit 
across sectors of the economy. Since then, the balance sheet has in- 
creased in size by more than 20 percent to, as I said, almost $3.5 
trillion, and the Fed’s holding of agency securities has increased by 
more than 30 percent to about $1.2 trillion. 

Why does the Fed see the need for such accommodative policy to 
continue into the future? 

In light of the Fed’s large portfolio increases, the dominant role 
that the GSEs play in today’s mortgage market and the recent in- 
creases in the level and volatility of mortgage rates, will the Fed 
revise its balance sheet exit strategy principles? In particular, will 
the Fed be revising the time period over which it expects to elimi- 
nate its holdings of agency securities? 

It is my hope that this hearing gives us additional insight into 
the Fed’s plans for the future reduction of asset purchases and a 
road map for a return to normalized, rules-based monetary policy. 

Thank you, Mr. Chairman. 

Chairman JOHNSON. Thank you. Senator Crapo. 

To preserve time for questions, opening statements will be lim- 
ited to the Chair and Ranking Member. I would like to remind my 
colleagues that the record will be open for the next 7 days for addi- 
tional statements and any other materials. 

I would like to welcome Chairman Bernanke. Dr. Bernanke is 
currently serving a second term as Chairman of the Board of Gov- 
ernors of the Federal Reserve System. His first term began under 
President Bush in 2006. Before that. Dr. Bernanke was Chairman 
of the Council of Economic Advisers and served as a member of the 
Board of Governors of the Federal Reserve System. 

Chairman Bernanke, please being your testimony. 

STATEMENT OF BEN S. BERNANKE, CHAIRMAN, BOARD OF 
GOVERNORS OF THE FEDERAL RESERVE SYSTEM 

Mr. Bernanke. Thank you, Mr. Chairman, Ranking Member 
Crapo, and other Members of the Committee. I am pleased to 
present the Federal Reserve’s semiannual Monetary Policy Report 
to the Congress. In my brief remarks I will discuss current eco- 
nomic conditions and the outlook and then turn to monetary policy, 
and I will finish with a short summary of our ongoing work on reg- 
ulatory reform. 

With respect to the outlook, the economic recovery has continued 
at a moderate pace in recent quarters despite the strong headwinds 
created by Federal fiscal policy. 

Housing has contributed significantly to recent gains in economic 
activity. Home sales, house prices, and residential construction 
have moved up over the past year, supported by low mortgage 
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rates and improved confidence in both the housing market and the 
economy. Rising housing construction and home sales are adding to 
job growth, and substantial increases in home prices are bolstering 
household finances and consumer spending while reducing the 
number of homeowners with underwater mortgages. Housing activ- 
ity and prices seem likely to continue to recover, notwithstanding 
the recent increases in mortgage rates, but it will be important to 
monitor developments in this sector carefully. 

Conditions in the labor market are improving gradually. The un- 
employment rate stood at 7.6 percent in June, about a half percent- 
age point lower than in the months before the Federal Open Mar- 
ket Committee initiated its current asset purchase program in Sep- 
tember. Nonfarm payroll employment has increased by an average 
of about 200,000 jobs per month so far this year. Despite these 
gains, the jobs situation is far from satisfactory, as the unemploy- 
ment rate remains well above its longer-run normal level, and 
rates of underemployment and long-term unemployment are still 
much too high. 

Meanwhile, consumer price inflation has been running below the 
Committee’s longer-run objective of 2 percent. The price index for 
personal consumption expenditures rose only 1 percent over the 
year ending in May. This softness reflects in part some factors that 
are likely to be transitory. Moreover, measures of longer-term infla- 
tion expectations have generally remained stable, which should 
help move inflation back up toward 2 percent. However, the Com- 
mittee is certainly aware that very low inflation poses risks to eco- 
nomic performance — for example, by raising the real cost of capital 
investment — and increases the risk of outright deflation. Con- 
sequently, we will monitor this situation closely as well, and we 
will act as needed to ensure that inflation moves back toward our 
2-percent objective over time. 

At the June FOMC meeting, my colleagues and I projected that 
economic growth would pick up in coming quarters, resulting in 
gradual progress toward the levels of unemployment and inflation 
consistent with the Federal Reserve’s statutory mandate to foster 
maximum employment and price stability. Specifically, most par- 
ticipants saw real GDP growth beginning to step up during the sec- 
ond half of this year, eventually reaching a pace between 2.9 and 
3.6 percent in 2015. They projected the unemployment rate to de- 
cline to between 5.8 and 6.2 percent by the final quarter of 2015. 
And they saw inflation gradually increasing toward the Commit- 
tee’s 2 -percent objective. 

The pickup in economic growth projected by most Committee par- 
ticipants partly reflects their view that Federal fiscal policy will 
exert somewhat less drag over time, as the effects of the tax in- 
creases and the spending sequestration diminish. The Committee 
also believes that risks to the economy have diminished since the 
fall, reflecting some easing of financial stresses in Europe, the 
gains in housing and labor markets that I mentioned earlier, the 
better budgetary positions of State and local governments, and 
stronger household and business balance sheets. That said, the 
risks remain that tight Federal fiscal policy will restrain economic 
growth over the next few quarters by more than we currently ex- 
pect, or that the debate concerning other fiscal policy issues, such 
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as the status of the debt ceiling, will evolve in a way that could 
hamper recovery. More generally, with the recovery still proceeding 
at only a moderate pace, the economy remains vulnerable to unan- 
ticipated shocks, including the possibility that global economic 
growth may be slower than currently anticipated. 

With unemployment still high and declining only gradually, and 
with inflation running below the Committee’s longer-run objective, 
a highly accommodative monetary policy will remain appropriate 
for the foreseeable future. 

In normal circumstances, the Committee’s basic tool for pro- 
viding monetary accommodation is its target for the Federal funds 
rate. However, the target range for the Federal funds rate has been 
close to zero since late 2008 and cannot be reduced meaningfully 
further. Instead, we are providing additional policy accommodation 
through two distinct yet complementary policy tools. The first tool 
is expanding the Federal Reserve’s portfolio of longer-term Treas- 
ury securities and agency mortgage-backed securities; we are cur- 
rently purchasing $40 billion per month in agency MBS and $45 
billion per month in Treasuries. The second tool is “forward guid- 
ance” about the Committee’s plans for setting the Federal funds 
rate target over the medium term. 

Within our overall policy framework, we think of these two tools 
as having somewhat different roles. We are using asset purchases 
and the resulting expansion of the Federal Reserve’s balance sheet 
primarily to increase the near-term momentum of the economy, 
with the specific goal of achieving a substantial improvement in the 
outlook for the labor market in a context of price stability. We have 
made some progress toward this goal, and with inflation subdued, 
we intend to continue our purchases until a substantial improve- 
ment in the labor market outlook has been realized. In addition, 
even after purchases end, the Federal Reserve will be holding its 
stock of Treasury and agency securities off the market and rein- 
vesting the proceeds from maturing securities, which will continue 
to put downward pressure on longer-term interest rates, support 
mortgage markets, and help to make broader financial conditions 
more accommodative. 

We are relying on near-zero short-term interest rates, together 
with our forward guidance that rates will continue to be exception- 
ally low — this is our second tool — to help maintain a high degree 
of monetary accommodation for an extended period after asset pur- 
chases end, even as the economic recovery strengthens and unem- 
ployment declines toward more normal levels. In appropriate com- 
bination, these two tools can provide the high level of policy accom- 
modation needed to promote a stronger economic recovery with 
price stability. 

In the interest of transparency. Committee participants agreed in 
June that it would be helpful to lay out more details about our 
thinking regarding the asset purchase program — specifically, to 
provide additional information on our assessment of progress to 
date, as well as of the likely trajectory of the program if the econ- 
omy evolves as projected. This agreement to provide additional in- 
formation did not reflect a change in policy. 

The Committee’s decisions regarding the asset purchase program 
(and the overall stance of monetary policy) depend on our assess- 
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ment of the economic outlook and of the cumulative progress to- 
ward our objectives. Of course, economic forecasts must be revised 
when new information arrives and thus are necessarily provisional. 
As I noted, the economic outcomes that Committee participants 
saw as most likely in their June projections involved continuing 
gains in labor markets, supported by moderate growth that picks 
up over the next several quarters as the restraint from fiscal policy 
diminishes. Committee participants also saw inflation moving back 
toward our 2-percent objective over time. If the incoming data were 
to be broadly consistent with these projections, we anticipated that 
it would be appropriate to begin to moderate the monthly pace of 
purchases later this year. And if the subsequent data continued to 
confirm this pattern of ongoing economic improvement and normal- 
izing inflation, we expected to continue to reduce the pace of pur- 
chases in measured steps through the first half of next year, end- 
ing them around midyear. At that point, if the economy had 
evolved along the lines we anticipated, the recovery would have 
gained further momentum, unemployment would be in the vicinity 
of 7 percent, and inflation would be moving toward our 2-percent 
objective. Such outcomes would be fully consistent with the goals 
of the asset purchase program that we established in September. 

I emphasize that, because our asset purchases depend on eco- 
nomic and financial developments, they are by no means on a pre- 
set course. On the one hand, if economic conditions were to improve 
faster than expected and inflation appeared to be rising decisively 
back toward our objective, the pace of asset purchases could be re- 
duced somewhat more quickly. On the other hand, if the outlook 
for employment were to become relatively less favorable, if inflation 
did not appear to be moving back toward 2 percent, or if financial 
conditions — which have tightened recently — were judged to be in- 
sufficiently accommodative to allow us to attain our mandated ob- 
jectives, the current pace of purchases could be maintained for 
longer. Indeed, if needed, the Committee would be prepared to em- 
ploy all of its tools, including an increase the pace of purchases for 
a time, to promote a return to maximum employment in a context 
of price stability. 

As I noted, the second tool the Committee is using to support the 
recovery is forward guidance regarding the path of the Federal 
funds rate. The Committee has said it intends to maintain a high 
degree of monetary accommodation for a considerable time after 
the asset purchase program ends and the economic recovery 
strengthens. In particular, the Committee anticipates that its cur- 
rent exceptionally low target range for the Federal funds rate will 
be appropriate at least as long as the unemployment rate remains 
above 6 V 2 percent and inflation and inflation expectations remain 
well behaved in the sense described in the FOMC’s statement. 

As I have observed on several occasions, the phrase “at least as 
long as” is a key component of the policy rate guidance. These 
words indicate that the specific numbers for unemployment and in- 
flation in the guidance are thresholds, not triggers. Reaching one 
of the thresholds would not automatically result in an increase in 
the Federal funds rate target; rather, it would lead the Committee 
to consider whether the outlook for the labor market, inflation, and 
the broader economy justified such an increase. For example, if a 
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substantial part of the reductions in measured unemployment were 
judged to reflect cyclical declines in labor force participation rather 
than gains in employment, the Committee would be unlikely to 
view a decline in unemployment to 6 V 2 percent as a sufficient rea- 
son to raise its target for the Federal funds rate. Likewise, the 
Committee would be unlikely to raise the funds rate if inflation re- 
mained persistently below our longer-run objective. Moreover, so 
long as the economy remains short of maximum employment, infla- 
tion remains near our longer-run objective, and inflation expecta- 
tions remain well anchored, increases in the target for the Federal 
funds rate, once they begin, are likely to be gradual. 

Let me finish by providing you with a brief update on progress 
on reforms to reduce the systemic risk at our largest financial 
firms. As Governor Tarullo discussed in his testimony last week be- 
fore this Committee, the Federal Reserve, with the other Federal 
banking agencies, adopted a final rule earlier this month to imple- 
ment the Basel III capital reforms. The final rule increases the 
quantity and quality of required regulatory capital by establishing 
a new minimum common equity tier 1 capital ratio and imple- 
menting a capital conservation buffer. The rule also contains a sup- 
plementary leverage ratio and a countercyclical capital buffer that 
apply only to large and internationally active banking organiza- 
tions, consistent with their systemic importance. In addition, the 
Federal Reserve will propose capital surcharges on firms that pose 
the greatest systemic risk and will issue a proposal to implement 
the Basel III quantitative liquidity requirements as they are 
phased in over the next few years. The Federal Reserve is consid- 
ering further measures to strengthen the capital positions of large, 
internationally active banks, including the proposed rule issued 
last week that would increase the required leverage ratios for such 
firms. 

The Fed also is working to finalize the enhanced prudential 
standards set out in sections 165 and 166 of the Dodd-Frank Act. 
Among these standards, rules relating to stress testing and resolu- 
tion planning already are in place, and we have been actively en- 
gaged in stress tests and reviewing the “first-wave” resolution 
plans. In coordination with other agencies, we have made signifi- 
cant progress on the key substantive issues relating to the Volcker 
rule and are hoping to complete it by year-end. 

Finally, the Federal Reserve is preparing to regulate and super- 
vise systemically important nonbank financial firms. Last week, 
the Financial Stability Oversight Council designated two nonbank 
financial firms; it has proposed the designation of a third firm, 
which has requested a hearing before the Council. We are devel- 
oping a supervisory and regulatory framework that can be tailored 
to each firm’s business mix, risk profile, and systemic footprint, 
consistent with the Collins amendment and other legal require- 
ments under the Dodd-Frank Act. 

Thank you. I would be pleased to take your questions. 

Chairman JOHNSON. Thank you. Chairman Bernanke. 

As we begin questions, I will ask the clerk to put 5 minutes on 
the clock for each Member. 

Chairman Bernanke, with inflation low and unemployment still 
high, what trends in the data would you need to see before deciding 
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to begin unwinding monetary policy measures? Would unwinding 
too early threaten the economy and the financial system? 

Mr. Bernanke. Well, certainly we face the same issues that are 
always faced when monetary policy begins to normalize after a pe- 
riod of recession and expansion, which is if we tighten too soon, we 
risk not letting the economy getting back to full employment; if we 
tighten too late, we risk having some inflation. So, as always, there 
are going to be issues of judgment there that are unavoidable in 
any monetary policy normalization. 

That being said, we have laid out essentially a three-stage proc- 
ess for our normalization. The first, which is dependent on the 
economy strengthening, the labor market continuing to normalize, 
and inflation beginning to move back toward 2 percent, is a process 
of moderating the pace of our asset purchases and eventually 
bringing those to zero, additional purchases, at the point that we 
can say that we have made substantial improvement in the outlook 
for the labor market. And we have given some guidelines about 
how that process would go forward. 

The second stage would be a potentially lengthy period in which 
we are watching the economy for continued improvement, contin- 
ued reduction in unemployment, normalization of inflation; and as 
I described in my testimony, when unemployment gets to 6.5 per- 
cent, and not before, and when inflation is looking closer to target, 
at that point we would consider whether tightening in the form of 
raising short-term interest rates is appropriate. So that would be 
the second stage. 

The final stage would be the ultimate normalization of policy, the 
raising of short-term interest rates, and eventually the normaliza- 
tion of our balance sheet. As I noted in my testimony, assuming 
that the economy remains in a slow-growth mode, as we have been 
seeing, that process will be a very gradual process. 

Chairman JOHNSON. What explains the recent rise in long-term 
interest rates? And how much more of an increase in rates could 
cause the recovery to falter? And what would the Federal Reserve 
do to respond if interest rates spike? 

Mr. Bernanke. Well, there are essentially three reasons why we 
have seen some increase in longer-term rates, although I would 
emphasize they remain relatively low. 

The first is that there has been some better economic news. As 
investors see brighter prospects ahead, interest rates tend to rise. 
For example, we saw a relatively good labor market report, which 
was accompanied by a pretty sharp increase in interest rates on 
that day. 

The second reason for the increase in rates is probably the 
unwinding of leveraged and perhaps excessively risky positions in 
the market. It is probably a good thing to have that happen, al- 
though the tightening that is associated with that is unwelcome. 
But at least the benefit of it is that some concerns about building 
financial risks are mitigated in that way and probably make some 
FOMC participants more comfortable with using this tool going for- 
ward. 

The third reason for the increase in rates has to do with Federal 
Reserve communications and market interpretations of Fed policy. 
We have tried to be very clear from the beginning and I have reit- 
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erated again today that we have not changed policy. We are not 
talking about tightening monetary policy. Merely we have been try- 
ing to lay out the same sequence which I just described to you 
about how we are going to move going forward and how that will 
be tied to the economy. But I want to emphasize that none of that 
implies that monetary policy will be tighter at any time within the 
foreseeable future. 

Chairman JOHNSON. What do you currently see as the biggest 
threat to the housing market recovery as we continue housing fi- 
nance reform? 

Mr. Bernanke. Well, certainly we have to keep our eyes open to 
pay attention to mortgage rates and affordability. That is our job 
at the Fed. But I think it is very important for us to get our hous- 
ing institutions, our regulatory structure cleared up and in working 
order. I am glad to see that the Congress is now looking at reforms 
of Fannie and Freddie, the mortgage securitization system. We still 
have rules to do about skin in the game and other aspects of the 
mortgage market. 

I think as there is greater clarity about the rules of the game for 
mortgage making and mortgage securitization that we will see less 
tightness in the market for mortgages for first-time home buyers 
and people with less than perfect credit scores. And I think one of 
the risks that we face now is that there is still a pretty significant 
part of the population that is having considerable difficulty access- 
ing mortgage credit even though they may have the financial 
wherewithal to be worthy of that credit. 

Chairman JOHNSON. Senator Crapo. 

Senator Crapo. Thank you, Mr. Chairman. 

Chairman Bernanke, you have previously indicated that the Fed 
wants to see substantial improvement in the labor market before 
cutting off QE. And in your June press conference, you noted that 
“substantial” is in the eye of the beholder. If I understood you 
today, you indicated that if all goes as expected, we could expect 
to see this wound down completely by midyear next year. Is that 
correct? 

Mr. Bernanke. If all goes as expected, yes. 

Senator Crapo. And I guess the flip side of that is you said if 
all does not go as expected, we could see QE continue for the indefi- 
nite future? 

Mr. Bernanke. I suspect that at some point the economy will 
reach that substantial improvement in the outlook given the way 
we have seen progress to this point. Exactly whether it is a little 
bit later or a little bit earlier, that remains to be seen. 

Senator Crapo. I guess my question is I assume you would agree 
that there is a risk in continuing QE indefinitely. Would you agree 
with that? 

Mr. Bernanke. Yes, there are costs and risks to QE, and we are 
watching those carefully. We have said in our statement that one 
of the considerations that we are looking at at every meeting is the 
efficiency and costs of this program. And we do a benefit/cost anal- 
ysis as we discuss the benefits of additional purchases. 

Senator Crapo. Well, given the notion that “substantial” is really 
in the eye of the beholder, I do not think it is very easy for the 
markets to understand exactly how and when we are going to see 
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the winding down occur. And to me, it appears that possibly com- 
municating more specific targets rather than thresholds would help 
to reduce that risk. Do you agree, or do you think it is just not pos- 
sible to get more specific? 

Mr. Bernanke. Well, this is an issue that the Committee will 
continue to discuss. I would say first that we have given some fair- 
ly specific qualitative guidance about what we are looking for, and 
I did say that unemployment in the general vicinity of 7 percent 
with inflation moving back toward the 2-percent objective was in- 
dicative of the kind of progress that we were trying to achieve. 

The thresholds are tied to rate increases, and there, while reach- 
ing that threshold does not necessarily mean that we will raise 
rates, we are quite confident that we will not raise rates before we 
get to those points. In that sense we are providing a reassurance 
to the public and to the markets. 

Senator Crapo. Thank you. And with regard to winding down 
the Fed’s balance sheet, you and others have indicated a willing- 
ness to keep the Fed’s QE securities on the balance sheet, rolling 
over maturing securities and keeping them out of the market. Gov- 
ernor Tarullo said on Monday that, “No one is talking about 
unwinding or selling the securities we have been buying,” which 
would mean then that the Fed’s balance sheet could be over $3 tril- 
lion for some time. Correct? 

Mr. Bernanke. Well, not necessarily, because, of course, ulti- 
mately we will stop rolling over and reinvesting the securities, and 
then they will begin to run off. Then the balance sheet will start 
to come down. 

We have done a lot of scenario analysis, of course, and allowing 
the securities to run off at a certain point when the economy is 
strong enough does not delay normalization by very much. 

Senator Crapo. But you are not expecting the winding down of 
the balance sheet at any time soon. Is that correct? 

Mr. Bernanke. Certainly not until we get to the rate increase 
part of the three-part sequence that I described to you, and there, 
again, we are not planning at this point to sell any MBS. At some 
point we would be allowing the maturing securities just to run off 
and not replacing them. 

Senator Crapo. But as long as you continue to hold and not wind 
down the balance sheet, doesn’t this lead to credit mispricing and 
increased investor risk undertaking? 

Mr. Bernanke. I do not think so, particularly when we are wind- 
ing down. I do not see that there is any real difference between, 
for example, our holding mortgage-backed securities, which is in- 
tended to strengthen the housing market, and usual monetary pol- 
icy, which lowers long-term interest rates through short-term rate 
cuts, which is also intended to strengthen the housing market. The 
housing market is always an important channel of monetary policy, 
and so I do not really see that there is any significant misallocation 
going on there. 

Senator Crapo. All right. Thank you. 

Chairman JOHNSON. Senator Menendez. 

Senator Menendez. Thank you, Mr. Chairman. 

Chairman Bernanke, I understand this may be your final Mone- 
tary Policy Report hearing before the Committee before the end of 
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your term as Chairman of the Federal Reserve, and I am sure you 
will miss us. But I want to thank you for your hard work and dedi- 
cation and your service to our country, especially during a time of 
crisis, and I appreciate your service. 

We seem to be experiencing a trend right now where our econ- 
omy and employment are growing and recovering, but we still 
have, from my perspective, a ways to dig ourselves out from the 
deep hole caused by the financial crisis. Unemployment is coming 
down, but it is still 7.6 percent. More than a third of the people 
who are unemployed are long-term unemployed, which is a true cri- 
sis for those more than 4 million individuals and families caught 
in this situation. And as you have discussed with this Committee 
in the past, long-term unemployment can have serious con- 
sequences, make it harder for people to maintain skills and net- 
works to reenter the workforce. 

So my question is: While the economy is recovering, we still have 
a lot of work to do to get full employment and strong broad-based 
growth. With core inflation well below the Fed’s target and weak 
demand suggesting that inflation is unlikely to be a problem any- 
time soon, isn’t it still way too soon to consider any kind of policy 
tightening? 

Mr. Bernanke. Well, again, I have distinguished between chang- 
ing the mix of our two tools and the overall thrust of monetary pol- 
icy. And I agree with you that with inflation below target and with 
unemployment still quite high, and by some measures with unem- 
ployment in some ways being even too optimistic a measure of the 
state of the labor market, given some of the other statistics that 
you have cited, that both sides of our statutory mandate are sug- 
gesting that we need to maintain a highly accommodative mone- 
tary policy for the foreseeable future, and that is what we intend 
to do. 

But I think that we will be able to maintain that high level of 
accommodation ultimately through rate policy and by holding a 
very large balance sheet. But in making that transition to a dif- 
ferent stage of this process, we again are intending to keep policy 
highly accommodative. 

Senator Menendez. Let me just follow up on that. As the Re- 
serve has engaged in measures to strengthen our economy, some 
critics have argued that any growth that results might somehow be 
artificial or that low interest rates and cheaper credit might lead 
to financial instability or asset bubbles if investors make riskier in- 
vestments in order to “reach for the yield.” 

In the current environment, though, isn’t weak demand the 
greater concern? If consumers are pulling back on their spending 
because of high debt burdens and underwater mortgages from the 
financial crisis, and businesses are holding off on investing because 
of the weaker consumer demand, doesn’t that change the relative 
cost, benefits, and risks of different monetary policy actions? 

Mr. Bernanke. Yes, it can. On the first point about artificial 
growth, during the 1930s there was this view called a 
“liquidationist view” which held that recessions and depressions 
were healthy, they purged the evils out of the system. I do not 
think we accept that point of view anymore. We think our economy 
is producing below its potential, and what monetary policy is trying 
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to do is help the economy return to its potential, and that would 
be real and sustainable growth that we could achieve. 

On financial stability, obviously given recent experience, we want 
to be very careful that we understand what is going on and pay 
close attention to these issues. The relationship between monetary 
policy and financial stability is a complicated one. On the one hand, 
very low rates for a sustained period can lead to reach for yield and 
other risky behavior. We are trying to address that primarily 
through regulation, through oversight, through monitoring, and 
that is our first line of defense certainly for dealing with those 
sorts of issues. But you correctly point out that it is not a simple 
relationship because, of course, a weak economy also is bad for fi- 
nancial stability because it means weaker credit quality, less lend- 
ing opportunities, more defaults and delinquencies. So, again, our 
strategy is to try to focus on inflation and unemployment using 
monetary policy, but to pay close attention to any developments in 
the financial stability sphere and use the regulatory and super- 
visory tools we have as the first line of defense in that case. 

Senator Menendez. I appreciate that. The reason I asked those 
specific questions is because there has been a great deal written 
and said about expansionary austerity. And as I look at what is 
happening in Europe, I am not sure that all the measures taken 
under that guise produce either the economic results that we would 
like to see and certainly the consequential human results that we 
have seen in Europe. And I do not want us making those mistakes 
here. 

Thank you, Mr. Chairman. 

Chairman JOHNSON. Senator Corker. 

Senator Corker. Thank you, Mr. Chairman. And, Mr. Chairman, 
thank you for being here. We were just talking. This second day 
of this Humphrey-Hawkins meeting is about like drinking day-old 
coffee, and maybe even worse, accompanied by a stale doughnut. 
But certainly I am here today — and I do not really have any ques- 
tions; I read your testimony yesterday — ^but really to thank you for 
your service. I know we have had our differences on some issues, 
but I really do especially appreciate the way you handled the crisis. 
I think that our country was under extreme duress. I do not know 
how many people could have handled that crisis and the complex- 
ities that came with it in the way that you did. So I want to thank 
you for that. 

Mr. Bernanke. Thank you. 

Senator Corker. Obviously we have had discussions, both pub- 
licly and privately, about some of the quantitative easing, and I 
know we had differences. But I would wonder — I know that, you 
know, there is a whole industry of folks out there who watch every 
word that you say and people right now are doing calculations as 
to whether to buy this instrument or that, and I know that you 
have to be very cautious in what you say sometimes. But this is 
a little bit of a step back. 

I guess, you know, some of the concerns that I have had, and I 
think Members on this side of the dais, have just been the hyper- 
activity of the Fed and the Fed almost acting as an enabler for 
Congress, which had very bad behavior for a long time, our inabil- 
ity to do the things fiscally and in other ways that would stimulate 
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our economy. And I think you are well aware of those. You do a 
pretty decent job of staying away from that, although sometimes I 
wish you weigh in more. 

But I do wonder if you have any possibly parting comments — I 
do not know what your future is and none of us do at this moment. 
But I wonder if you have any comments about that, about any con- 
cerns about over time because of the hyperactivity that the Fed has 
been engaged in, and in some ways because Congress has been so 
feckless in living up to its responsibilities and dealing with the 
issues that we have to deal with, if that is of any concern to you. 
And is there any similarities, if you will, to a person who knows 
that they need to do certain things, to eat right and exercise, and 
instead relying on the Fed for amphetamines and other kinds of ac- 
tivities to get in a place that the economy needs to be in our Nation 
and, candidly, the world. 

But, again, as you potentially contemplate those, I do want to 
again thank you for your service, thank you for friendship, and 
whatever happens I wish you well. 

Mr. Bernanke. Thank you very much for those comments. Sen- 
ator. 

On hyperactivity, I think what we learned during the crisis was 
that we did not have the right tools. We did not have a way to ad- 
dress a failing investment bank that would not create a huge 
amount of bad effects in financial markets. We did not have appro- 
priate oversight of the shadow banking system. 

There were a lot of weaknesses in our oversight, our regulatory 
system, and our response tools to the crisis, and that is why it 
sometimes seemed frenetic, because the Fed was trying to impro- 
vise in many cases. And I think we have made some progress in 
setting up a more orderly framework for both strengthening our fi- 
nancial system, monitoring the system, and responding in case of 
another emergency. So I hope that that is the case. 

It is true that monetary policy I think has carried an awful lot 
of the burden for this recovery, and we would be more than happy 
to share that burden more equally with fiscal policy and other pol- 
icy makers. But I recognize it has been a difficult time politically 
for people to come to agreement on some very important issues, 
and I do not think — ^you mentioned the enabler idea. I do not think 
it is my place or the Federal Reserve’s place to try to force Con- 
fess to come to any particular outcome. I mean, it is Congress ul- 
timately who is responsible, and our role is to take what Congress 
does as given and to try to figure out how best to meet our man- 
date given Congress’ actions. I do not think we should be in a posi- 
tion of trying to threaten Congress with higher interest rates or 
something like that. 

Senator Corker. Yes, and I know that is not your place, and I 
know that you operate under our mandates. I would think, though, 
that most people would ration that, you know, the fact that the Fed 
is there and does have to do what it does in some ways acts as a 
cover for us in our inability to act responsibly. I mean, I think that 
goes without saying, doesn’t it? 

Mr. Bernanke. Well, I think as you can see, our acting alone is 
not producing the kind of results we all would like. Growth is going 
in the right direction, unemployment is going in the right direction. 
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but it still is a very slow process. And as I have said many times, 
monetary policy is not a panacea, so there is still plenty of room 
for Congress to address some of these problems that Senator 
Menendez and others referred to. 

Senator Corker. Thank you. 

Chairman JOHNSON. Senator Reed. 

Senator Reed. Well, thank you very much, Mr. Chairman. And 
let me join Senator Corker, Mr. Chairman, and commend you and 
thank you for your service to the Nation. I witnessed your innova- 
tive, improvisational, and very thoughtful approach to problems 
that were potentially devastating to the economy. I think through 
your service we avoided a much worse situation, and I thank you 
for that. 

One of the things reflecting back, though, you know, the 20/20 
hindsight, there were a few Governors of the Fed who were talking 
about a housing bubble as the next sort of great crisis, but it did 
not get the traction. Perhaps not identically, but in a similar vein, 
you have got some of your colleagues are now talking about the 
huge growing student debt that could have macroeconomic effects, 
slowing down home purchases, slowing down sort of what we as- 
sume was the normal course, that by your late 20s you buy the 
home, you settle down, et cetera. Also, I think, in a way, under- 
scoring another huge problem in the economy, which is the inequal- 
ity, growing inequality of income. Our sort of American solution to 
inequality is education. That is the engine. 

We have reports, for example, from Georgetown University that 
there is already a 5 million projected gap between jobs available 
that will be there and skills available to fill them. And yet as we 
increase the cost of borrowing — and all the proposals that we are 
talking about currently do increase the cost — that I think will cut 
down on opportunities for a lot of people. 

So can you comment, one, on this potential sort of crisis in stu- 
dent debt, its macroeconomic effects, and whether if we do not pro- 
vide some type of support both directly and also refinancing sup- 
port, that this could be the next big problem we face? 

Mr. Bernanke. Well, first, it should be acknowledged that the 
ability to borrow to build your own human capital, to get an edu- 
cation, is extremely important and a good thing. You know, there 
was a time when a poor student, no matter how qualified, was un- 
able to finance an education, and the fact that we now can do that 
is very good for our economy as well as for individuals. 

The amount of student debt is large. It is over $1 trillion at this 
point. I think that it is not particularly likely to cause any sharp 
instability of the sort we saw in the last few years. It has a couple 
of consequences. One, of course, is it represents a potential fiscal 
risk for the U.S. Government to the extent that some of it is not 
repaid. Second, to the extent that there are people who have taken 
out a lot of debt and the economy is not serving them well, they 
are not finding opportunities, then obviously over time — this is not 
something that is a big issue at any given moment, but over a 
number of years they will not be able to buy the home and do other 
things that they otherwise would be able to because they are pay- 
ing off the debt. 
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So I think the answer to it is, first, of course, to have a strong 
economy that provides job opportunities, and that is something we 
are trying to do, and I am sure you are trying to do as well. But 
the other is I think we need to make sure that students are better 
informed about the market, the labor market, and their opportuni- 
ties and what different options they have. 

We know of cases of certain — you know, some of the private sec- 
tor universities, online universities and so on, which do not have 
very good graduation or placement rates. People are still borrowing 
to take those courses. I think if there was better counseling, better 
information, that would certainly be an important step. But I do 
not want us to step back from doing everything we can to give 
young people a chance to get whatever skills are appropriate. 

Senator Reed. Let me just ask a broader question, which is, your 
comment, this growing documented inequality in income in the 
United States, does it pose both economic and social risks to the 
country? And how do we deal with it other than through education 
and many different ways? 

Mr. Bernanke. It is a very, very tough problem. It is not re- 
stricted to the United States. It is a global phenomenon. It has 
been going on for a very long time. There are a number of factors 
behind it. I think, though, that one of the most important is that 
the new technologies we are seeing are what is called “skill bias”, 
they favor the most skilled workers, and they reduce opportunities 
for people of medium or low skills, particularly in competition with 
the global labor force. 

So I do not have an easy answer. I do think that related to your 
question about student debt, I think that focused skill enhance- 
ment, not everybody should necessarily be doing a 4-year B.A. 
Some people would be better off working specifically toward a job 
in industry where there is an understanding in advance that this 
is what is needed, this is the opening. Community college prepares 
those kinds of courses, so more focused job-oriented training for 
some students who are interested in that might be helpful. 

But this is a long-term trend, and I do not have an easy solution 
for it. 

Senator Reed. Thank you, Mr. Chairman. 

Chairman JOHNSON. Senator Toomey. 

Senator Toomey. Thank you, Mr. Chairman, and I, too, want to 
thank Chairman Bernanke not just for being with us today but also 
for his years of service. And we have had our disagreements over 
the years, but not without, on my part, a great deal of respect for 
the way you have approached this work and the work that you 
have done. 

I have a few questions that I hope we would be able to mow 
through. One has to do with the efficacy of the quantitative easing, 
and more specifically there are a number of very thoughtful folks 
who have done analyses that suggest that the benefit of the quan- 
titative easing we have had might be quite modest. And specifically 
I think the suggestion has been that conventional understanding of 
the transmission mechanism of the increase in household net worth 
to consumer spending would suggest a very modest increase to 
GDP that has resulted from the pretty significant increase recently 
in household net worth, even if you attributed all of that increase 
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to the Fed, which is itself a questionable premise. And then your 
own previous testimony — I think it was at Joint Economic — to a 
question that I asked, if I understood you correctly, you acknowl- 
edged that the nature of the impact that monetary policy tends to 
have on economic growth might be more a matter of timing rather 
than a net increase. So accommodative policy can accelerate, can 
move forward economic activity, might not increase economic activ- 
ity in total. 

So I guess what I am saying is if the magnitude of the benefit 
has been very modest and, at that, it might be just a shift in tim- 
ing anyway, that would suggest pretty modest benefits, and yet the 
costs and the risks keep mounting, in my view, the risks of asset 
bubbles, mispricing assets, the risks of whether or not we will have 
an orderly exit. 

So I guess my question would be, number one, how do you quan- 
tify the benefits that have been occurring, especially near-term 
marginal benefits going forward? And can you and do you system- 
atically attempt to quantify the risks of what you have done? 

Mr. Bernanke. Yes, that is a very good question. There is a very 
large literature, academic and within central banks, trying to fig- 
ure out how big the effects are of quantitative easing, and it is 
quite difficult to know for sure. But the preponderance of the evi- 
dence is that while this is not as powerful a tool as ordinary mone- 
tary policy, rate policy, that it does have meaningful impact on jobs 
and on the economy. And in particular, since 2008, where we have 
had no ability to move short-term rates and we have had some pe- 
riods where became somewhat more concerned about deflation, we 
think that QE has provided an important boost at critical times to 
help the economy continue to move forward. 

So I do not want to overstate it, and, again, there is a lot of un- 
certainty, but there is a lot of work on this, and the preponderance 
of the work suggests that the effects, while not huge, are quite 
meaningful. 

Also, in terms of timing, it is true that no monetary policy can 
do very much about the long-term growth potential of the economy. 
But in a situation where we are well below that potential, if we can 
get back to that potential more quickly, that is a net gain that is 
enjoyed by the economy. 

In terms of costs and risks, I have identified in speeches and 
other places some of these risks, and as I said, it is in our state- 
ment that we look at this carefully. I think the one that we have 
paid the most attention to is financial stability, and we have tried 
to greatly increase our vigilance, our monitoring, our use of super- 
visory tools and the like. And as Senator Menendez actually point- 
ed out, though, there are also risks on both sides because, of 
course, as the economy does very poorly, then that also creates 
risks to financial stability because of the effect on default, delin- 
quency, and so on. 

So let me just acknowledge that this is an issue that is an impor- 
tant one. We believe the first line of defense should be monitoring, 
supervision, regulation, and other similar tools, but we do take into 
account these costs and risks when we debate our monetary policy. 

Senator Toomey. Do you attempt to quantify it? Or is it all sub- 
jective? 
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Mr. Bernanke. We try to quantify it. It is very difficult, of 
course, to know exactly what the size of the risk is. But what we 
do is we do a lot of work, both qualitative and quantitative, trying 
to measure — for example, we might he looking at covenants on 
loans and whether or not those covenants are becoming less restric- 
tive, which is suggestive of poor underwriting, for example. So we 
monitor those kinds of things, and we report those to the FOMC 
at essentially every meeting so that they can understand where 
there may be sectors where financial risks are building and try to 
gauge those risks. 

Senator Toomey. Thank you. I have other questions, but I see 
my time has expired. 

Thanks, Mr. Chairman. 

Chairman JOHNSON. Senator Schumer. 

Senator Schumer. Thank you, Mr. Chairman. I want to thank 
you as well. Chairman Bernanke, as you endure your second mara- 
thon on 2 days and echo the views of many of my colleagues in the 
House and Senate who have thanked you for your service during 
such a critical period. Your quiet but strong leadership has been 
instrumental in keeping our economy from falling into an abyss 
and repeating the devastation of a Great Depression, and we are 
now, because of your leadership, on the path toward turning that 
economy around. My view is that 2014 and 2015 will be stronger 
economically than our present time, and that will be in large part 
because of the building blocks that you put into place, even if you 
are no longer Chairman of the Fed. I am not prejudging anything, 
of course. So here are my questions. 

You have been as clear as I think you can be that the timing and 
pace of any tapering — these are monetary — timing and tapering of 
your asset purchases will be dependent on economic and financial 
conditions. That is logical. 

In June, the Committee projected that economic growth would 
pick up in coming quarters, but since then economic data has been 
mixed. We have had decent job numbers, but many signs of weak- 
ening growth. We found out that the baseline for your June outlook 
was worse than we first thought. First quarter GDP numbers were 
revised downward. 

So the economy is worse than you thought in June, but the mar- 
kets appear to think that you are still set to begin tapering in Sep- 
tember. So if the economy did not change, were exactly as it is 
today on September 18th, would the Fed be announcing a modera- 
tion in the pace of its assets? And just one subsidiary question, you 
have often said that asset purchases will continue until the Fed 
sees “substantial improvement in the labor market outlook.” Does 
weakening data regarding growth change your outlook with respect 
to the strength of the labor market? In other words, can labor mar- 
kets continue to improve in relative growth? So first about Sep- 
tember 18th, and then about the labor markets. 

Mr. Bernanke. Well, the June FOMC meeting was only a few 
weeks ago. There have been some data points since then, and as 
you say, they have been mixed. So I think it is way too early to 
make any judgment. We will be obviously reviewing the data, and 
what we are looking for is a pickup as the year progresses, because 
our theory of the case, if you will, is that one of the reasons that 
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the economy has been so slow in the early part of 2013 is because 
of fiscal factors. It is hard to judge how long those factors will last, 
but if the economy begins to move beyond that point and fiscal re- 
straint becomes somewhat less pronounced, then we should see, as 
you suggested yourself, a pickup in growth. And so that is what we 
will be looking for. It is too early to 

Senator Schumer. OK. But the September 18th deadline of be- 
ginning tapering is not immutable. You are going to look at the 
data. 

Mr. Bernanke. We are going to obviously look at the data. It is 
a Committee decision. And it is going to depend on whether we see 
the improvement which I described. 

Senator Schumer. Right. And the second question, does the 
weakening data regarding growth change your outlook with respect 
to the strength of labor markets? 

Mr. Bernanke. Yes. So we specifically set as a goal an improve- 
ment in the outlook for the labor market as opposed to the labor 
market per se. And what that means is that we want to see im- 
provement in labor market indicators, but we also want to have a 
sense that improvement will continue. And, of course, for improve- 
ment to continue, you need to have a broader-based growth. 

And so of the three conditions which I described, one of them is 
a pickup in growth which will be sufficient to provide continued im- 
provement — 

Senator Schumer. You think we still could be on the path to 
labor markets improving even with this relatively weak growth in 
terms of outlook. 

Mr. Bernanke. It is possible. Again, it has only been a few 
weeks since the June meeting, and I think we have new data 

Senator Schumer. OK. My first question was about the tapering. 
My second is when you might end asset purchases altogether. The 
minutes of your last meeting said that, “About half of the partici- 
pants indicated that it likely would be appropriate to end asset 
purchases late this year.” Yet you yourself said in guidance that 
was approved by the Committee based on current projections, you 
expect asset purchases to end sometime in the middle of next year 
when you currently anticipate unemployment will be down around 
7 percent. That is the level of unemployment you say represents 
the amount of improvement that would warrant a moderation in 
Fed policy. 

Do those other members have a different definition of “substan- 
tial improvement in the labor market” — there seems to be some 
disparity between the other members and you, and if you are not 
there come next year, there is a worry there — or a different view 
of the likely path of the labor market? Do they think unemploy- 
ment will be 7 percent this year? Or do they have different assess- 
ments about the relative cost and benefit of QE? 

Mr. Bernanke. Well, there are diverse views obviously on this 
program, and in particular, people could see an early wind-down 
because they are optimistic about the economy or because they do 
not think that QE is very effective. I mean, there are a lot of dif- 
ferent reasons why you might have that view. 

Let me just assure you that we have a very careful discussion at 
the meeting. We have what is called a “go-round” where every per- 
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son, including the nonvoters, gets to express for several minutes 
their view on policy, both current and prospective, and the general 
scenario, which I described in my press conference, is broadly sup- 
ported by people on the Committee, including both voters and non- 
voters. 

Senator Schumer. Good. That is good to hear, and it gives me 
a little belief 

Thank you, Mr. Chairman. 

Chairman JOHNSON. Senator Coburn. 

Senator Coburn. Mr. Bernanke, I appreciate the service that you 
have given our country, and we had nobody to compare you to be- 
cause we have never been in the situation we were in before. But 
I think basically you have done some significant work for the aver- 
age American, and I appreciate it. 

I have a couple of questions in terms of your balance with your 
mandate, both in terms of inflation and employment and growth. 

One of the things that concerns me is that, since 1980, we have 
changed the way we measure inflation 20 times. And if you use the 
same measure of inflation that we had in 1980, our inflation rate 
would be over 8 percent right now. And the other thing that con- 
cerns me is median family income in real dollars is the same as 
it was in 1989. 

So if I had a criticism of anything you have done in the last few 
years, it would really go along and align more with Senator Cork- 
er’s thoughts. We have let you down. The kindergarten of Congress 
has let you down by not doing the things to create the confidence, 
to create the certainty in the business community that will allow 
the significant capital that is sitting on the sidelines to be invested, 
which would create some of the growth that you are hoping to do. 
So for that, I apologize. 

But would you care to comment, since in your testimony inflation 
is under control but the average American over the last 10 years 
has seen significant inflation and in the last few years has seen 
significant inflation in the things that really matter? And let me 
talk about it: the cost of an education, transportation, electricity, 
rents, food, plus out of what we have done, not intentionally, we 
have gotten a commodity bubble in many areas in terms of raw 
commodities. 

Would you comment on both the changing metrics that we use 
for inflation as well as maybe what we could have done, looking 
backwards, that might have accentuated and augmented what you 
have done? 

Mr. Bernanke. Well, on inflation, the inflation statistics are cal- 
culated by the Bureau of Labor Statistics, as you know, which is 
made up of highly qualified professional economists — there is no 
partisan influence — and their efforts are always to try to make the 
inflation numbers better, make them more accurate. And that is 
my sense of what has been happening there in terms of changes. 

There was a bipartisan commission on inflation measurements a 
few years ago which concluded that the official inflation numbers 
overstated, not understated, inflation. And so some of the changes 
they recommended have been included. 
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So there is a distinction between prices being high and prices 
being rising. It is true that gas prices and food prices — all these 
prices relative to people’s wages — wages are not going up much. 

Senator Coburn. That is right, so the cost of living is going 
up 

Mr. Bernanke. No, it is not going up. It is high. It is not going 
up. In other words, real wages 

Senator Coburn. Are going down. 

Mr. Bernanke. Real wages have been going down because even 
though inflation is very low, wages have been growing slower than 
inflation. So 

Senator Coburn. So discretionary income has decreased, so con- 
sumer spending is not rising at the rate at which you would like 
to see it. 

Mr. Bernanke. That is true, but that is not an issue of inflation. 
That is an issue of real living standards, and that has to do with 
the productivity of the economy and the distribution of income. And 
the Fed really cannot do a whole lot about that. 

So I guess I would just respectfully disagree that inflation is 
badly undermeasured. I think the professionals are doing as good 
a job as they can to measure inflation, and if you look at a lot of 
prices, including rents, food, gasoline, and so on, again, while they 
may be high, they are not much different from where they were a 
year ago, and that is what inflation is about. It is the rate of 
change over time. 

In terms of what Congress could do, I mean, I think, you know, 
I can only go so far in recommending, but I do think that an at- 
tempt to focus the budget consolidation efforts more on the longer 
term 

Senator Coburn. I agree. 

Mr. Bernanke. would have been a more productive way — 

rather than putting so much of the tax increases and spending cuts 
in a front-loaded way, would have been more helpful. That would 
have been one suggestion. 

Senator Coburn. So if, in fact. Congress had behaved appro- 
priately and helped create a certainty in the long term, especially 
with our entitlement programs, but also in terms of some of the 
waste, the effectiveness of some of the things you have done with 
monetary policy might have been greater. 

Mr. Bernanke. Certainly. 

Senator Coburn. Thank you. 

Chairman JOHNSON. Senator Brown. 

Senator Brown. Thank you, Mr. Chairman. 

Chairman Bernanke, I thank you for your service, as others have 
done, and we all mean that. And thank you for the new rules on 
capital standards that you have issued with the OCC and FDIC. 
I urge you to hold fast on them when the megabanks fight to weak- 
en those standards, and I hope that you will do that. 

Some financial institutions argue, as we have discussed, that we 
should not get out ahead of Europe in our financial regulation. On 
Monday, Governor Tarullo said, and I want to quote at some 
length: “I think it is very dangerous that some have tried to char- 
acterize Basel agreements as the ceiling and not the floor. So for 
us in the United States, those of us who are charged with financial 
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stability of the United States need to make the judgment as to 
what levels of capital will most ensure financial stability in the 
country without unduly affecting the flow of credit. Ever since the 
publication of our proposed reg, I have had calls from my counter- 
parts around the world,” Governor Tarullo says. “That is really in- 
teresting. They are saying, ‘Tell me the reasoning on this, how you 
are thinking about it. Explain to me more why you think 3 percent 
is inadequate.’ ” 

What I hear Governor Tarullo saying is that we should do what 
we think is best for our financial stability, and if we lead by exam- 
ple, the rest of the world will follow. Do you agree with Governor 
Tarullo? 

Mr. Bernanke. I certainly agree with the first part, which is 
that Basel III is a floor, it is not a ceiling. It is really a least com- 
mon denominator because these agreements are made essentially 
by unanimous consensus. And, therefore, if there are a few coun- 
tries that are very resistant for whatever reason, you know, that 
makes it tougher to get the higher standard. So we view them as 
a floor, and we are prepared to do whatever additional steps are 
needed in order to make our financial system safe. 

I do not know whether all countries will follow us, but there are 
other countries — Switzerland comes to mind, U.K. — that have 
thought hard about this and have made additional — taken addi- 
tional steps to strengthen their banking systems. And we do have 
a leadership position, and I hope that will happen. But I do not 
think it will be universal. I think that you will see different re- 
sponses from different countries. 

Senator Brown. But the most important countries with financial 
systems will follow as Governor Tarullo suggests? 

Mr. Bernanke. I do not know whether they will follow the exact 
same things, but they have all got the same — the key financial cen- 
ters which recognize how important banks are to their economy, 
but also the fact that in some cases the banks are bigger than their 
economy, recognize that it is very important to have stability, and 
they have been particularly willing to consider additional steps. 

Senator Brown. So we should not shrink from doing the right 
thing for stability of our country because some megabanks say that 
we will be an outlier and other countries will not follow. Do you 
agree? 

Mr. Bernanke. Well, the other countries may or may not follow. 
Some will. But whether they do or not, I do agree that we should 
do whatever we need to do to make sure that the U.S. financial 
system is safe. 

Senator Brown. Thank you. Let me ask another question. It is 
bank earning season again, as you know, and it is no surprise that 
megabanks are doing quite well. Yet they continue to claim that 
regulations, new regulations and pending regulations, are killing 
them. Tuesday’s Financial Times said, “Here is the problem: banks 
have spent a lot of time, energy, and money warning of the poten- 
tial ill effects of ramping up regulation. But since the crisis, inter- 
national regulators have kept demanding more capital, including a 
surcharge for the bigger banks” — as you have said. “Lenders have 
doubled their capital levels as a result, hitting the new Basel III 
targets 6 years early in some cases and, yet,” the Financial Times 
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asks, “where are the ill effects? The best of them continue to set 
new profit records . . . with every earnings season, warnings of ca- 
lamity look more and more hollow.” 

The debate about the Fed’s new proposed supplementary lever- 
age ratio reminds me that when we think about costs, we as policy 
makers, regulators, and elected officials, when we think about costs 
and benefits, industry wants us only to think about costs to them. 
Steel companies dump waste into our rivers, and then they argue 
that it will be costly to clean it up. It has a higher human cost to 
the minors and the children who get sick from the pollution. It 
passes more health care costs on to our society, clearly, as they fail 
to internalize those costs. Those who believe in a society with rules 
understand that auto safety might cost car companies a little bit 
more for air bags and seat belts and other safety features, but 
these protections save lives. 

The same with financial rules. They might cost bank executives 
a little bit more in smaller bonuses and maybe even in dividends, 
but they will help prevent a repeat of what we had 5 years ago 
where the costs obviously were shifted to the broad public in retire- 
ment savings, in lost jobs, in every way imaginable, and certainly 
people’s lost homes. 

If these are the costs of a safer financial system, aren’t they 
worth it? 

Mr. Bernanke. The crisis was an enormous waste of resources, 
and unsafe practices by large financial institutions pose a risk not 
just to themselves but to the rest of society, and in setting policy 
we should look at the social costs and not just the cost to the firms. 
And that is what we are attempting to do. 

Senator Brown. And if it means the bonuses are a little smaller 
and that dividends are a little less and the earnings reports of the 
banks are not quite up to what they were this quarter, which was 
a pretty lucrative quarter for them, that is a price we should pay 
as a society? 

Mr. Bernanke. From a cost point of view, I think what we 
should be looking at is whether there is any effect on credit avail- 
ability, things of that sort that affect our economy more broadly. 
But I certainly agree that, again, given the enormous cost of the 
crisis, strong measures to prevent a repeat are obviously well justi- 
fied on a cost/benefit 

Senator Brown. Are you concerned that these higher capital 
standards will result in less credit available? 

Mr. Bernanke. I do not think so — no, I am not concerned about 
it. You know, we have done some analysis of that, and there is not 
much evidence that that 

Senator Brown. So there is not really much downside if you said 
that higher capital — you said that the biggest potential problem 
with rules is does it mean less credit available. If it does not mean 
less credit available, there is no real downside for strong capital 
standards. 

Mr. Bernanke. The only downside I can think of is that if banks 
are finding it very costly to make loans, then credit may start flow- 
ing through other less regulated channels, and those have to be 
monitored. 
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Senator Brown. But you are not implying at all that we are 
there yet, even close to that situation with capital standards. 

Mr. Bernanke. No, we are not there yet, but we have to watch 
the shadow banking system and other parts of the system and 
make sure that risks are not being offloaded into other parts of the 
financial system. 

Senator Brown. OK. Thank you. And, Mr. Chairman, thank you 
for your generosity of time. 

Chairman JOHNSON. Senator Heller. 

Senator Heller. Thank you, Mr. Chairman, and I certainly ap- 
preciate the questioning of Senator Brown. And, Chairman 
Bernanke, thank you for being here and taking time, because I was 
pleased to hear that Basel III is the floor. And the question — I 
think you answered the question. I was going to ask you to give 
me some insight why we came to Basel III as opposed to a former 
FDIC Chair who wants that percentage to be closer to 8 percent, 
and we have legislation around here that wants it as high as 15 
percent. So I was looking for some insight as to where we came to 
those Basel III capital rates, and it appears the answer may be 
risk, unless you have more to add to it. 

Mr. Bernanke. Well, we have a program for building up capital, 
and I described part of it, which was Basel III itself, which triples 
the amount of high-quality capital, then the surcharges, then the 
higher leverage ratio, and, in addition, we were looking at things 
like capital charges for wholesale funding if firms rely on less reli- 
able wholesale funding. And we have discussed also the possibility 
of requiring large firms to have unsecured senior debt in their cap- 
ital structure which could also provide some buffer in the event the 
firm fails. So we are in a variety of ways trying to buildup the buff- 
er that these large firms have, yes. 

Senator Heller. Let me change the topic real quick here to 
housing. The Wall Street Journal recently had an article on the city 
of Las Vegas and the difficulty of moving homes. We have had 
300,000 people in Las Vegas receive foreclosure notices, not be fore- 
closed on but receive notices. Over 50 percent of the homes are un- 
derwater. And I know you have played an important role in trying 
to reverse this situation. What are we doing wrong? And what can 
we do, what can we do as a Congress to help move and change the 
situation we have not only in Nevada but Arizona, Florida, and 
some of these other States? 

Mr. Bernanke. Well, as I was saying earlier, I think that from 
Congress’ point of view, getting the mortgage finance system work- 
ing better in terms of reforming Fannie and Freddie and helping 
to clarify the rules — some of that is on us as regulators to do that — 
so that there is greater access to credit and more people can buy 
homes, because ultimately the solution is to find a demand side for 
the market so that demand for homes will support prices and help 
us get out of this housing problem we have. 

Senator Heller. I was not here earlier in the discussion of the 
reforms for Fannie and Freddie. I have signed on to the bill here 
in the Senate side. I now the House rolled out theirs yesterday. Do 
you have a preference? 

Mr. Bernanke. I think it is very important that the Congress 
move forward on this, and I think it is time to do that. 



24 


Senator Heller. Your insight on a secondary market or Govern- 
ment involvement in mortgage securities? 

Mr. Bernanke. I think a key issue is going to he not so much 
making mortgages cheaper but, rather, making sure that there is 
some kind of backstop or protection for situations where the finan- 
cial markets are in distress, like they were recently. And then the 
question is, the Government is one way to do that. There may be 
other ways to do that. But if the Government is involved, I think 
it would be very important to make sure, first of all, that the Gov- 
ernment is appropriately compensated for whatever insurance or 
backing it provides; and, second, that firms that are securitizing 
hold enough capital, again, to protect the taxpayer from losses. If 
that is done, I think those would be very helpful if you come to a 
solution that involves a Government role. 

Senator Heller. Let me talk about one other topic because I do 
not have a lot of time. Sorry to jump around so much, but gold 
prices. You know, we had gold prices almost $2,000 an ounce. It 
has dropped about $600 an ounce, trading, I think, today around 
$1,275, somewhere around there. 

Do you have any insight on why this volatility? What quan- 
titative easing would have — what long-term impact it will have as 
you ratchet back? 

Mr. Bernanke. Gold is an unusual asset. It is an asset that peo- 
ple hold as sort of disaster insurance. You know, they feel if things 
go really badly wrong, at least they will have some gold in their 
portfolio. So 

Senator Heller. Is that an accurate 

Mr. Bernanke. Sorry? 

Senator Heller. Is that an accurate feeling? 

Mr. Bernanke. It is not all that accurate. I mean, for example, 
a lot of people hold gold as an inflation hedge, but the movements 
of gold prices do not predict inflation very well, actually. But, any- 
way, the perception is that by holding gold you have a hard asset 
that protects you in case of some kind of major problem. And I sup- 
pose that one reason that gold prices are lower is that people are 
less concerned about extreme outcomes, either, you know, particu- 
larly negative outcomes, and therefore they feel less need for what- 
ever protection gold affords. 

Senator Heller. Do you believe it is an indication, perhaps psy- 
chologically, the direction of the economy for investors? 

Mr. Bernanke. I think psychologically the gold price going down 
is not necessarily a bad thing from that perspective. It suggests 
people has somewhat more confidence and are less concerned about 
really bad outcomes. But let me just end by saying that nobody 
really understands gold prices, and I do not pretend to really un- 
derstand them either. 

Senator Heller. Thank you. 

Mr. Chairman, thank you very much. 

Chairman JOHNSON. Senator Warren. 

Senator Warren. Thank you, Mr. Chairman. And, Chairman 
Bernanke, thank you for all your service during very hard times. 

I still want to ask about some other risks to the economy. The 
biggest banks in the country have reported huge profits over the 
last couple of years. But just this week they reported some stag- 
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gering numbers. Wells Fargo’s profits jumped 19 percent from last 
year, JPMorgan Chase’s profits jumped 31 percent, and Citigroup’s 
profits jumped 42 percent. 

Now, some reports have indicated that a big part of those profits 
have come from the banks’ trading activity — in other words, not 
from boring banking but from trading on Wall Street and else- 
where. 

So are you concerned that these biggest banks are loading up on 
big risks again? Or is there another explanation for this spike in 
profits? 

Mr. Bernanke. Well, let me just say that we are quite aware of 
these portfolios, and we are addressing them in at least two ways — 
or more than two, really, but one of them is that we have just final- 
ized new capital requirements that banks have to hold against 
these assets for sale, these securities, which should provide protec- 
tion. We have done stress tests where we assume that a December 
2008 type of financial shock hits and so there is a huge drop in 
asset values. And we have stress-tested the banks again to see if 
they have enough capital to protect themselves against big losses 
in their securities books. 

The other thing, as of course you know, is that we are working 
hard with our colleagues to put the Volcker rule into place, and 
that will restrict proprietary trading. 

Senator Warren. Let me just say, though, Mr. Chairman, that 
the question I am trying to ask about is whether this indicates they 
are loading up on risk. And I very much appreciate that what you 
are telling me about are the ways we are trying to regulate the risk 
when the banks take it on. 

Maybe I could ask this slightly differently, and that is, yesterday 
Secretary of Treasury Jack Lew said, and I want to get the quote 
right: “If we get to the end of this year and we cannot with an hon- 
est, straight face say that we have ended too big to fail, we are 
going to have to look at other options.” 

Do you agree with the Secretary of the Treasury? 

Mr. Bernanke. I do not know about the timing. Maybe I would 
take another year from now. But I have said to you in an earlier 
hearing that there is a strategy. Dodd-Frank lays out a strategy. 
Basel III provides additional support through capital, et cetera. But 
if those things do not make us comfortable about the status of 
these largest firms, yes, I do think additional steps would be appro- 
priate. 

Senator Warren. Then we need to look at other steps. As you 
know, I have introduced, along with Senator McCain, Senator 
Cantwell, and Senator King, a Glass-Steagall bill, another tool in 
the toolbox to deal with too big to fail. But I think at least now 
we have got some time on this. The Secretary of the Treasury says 
by the end of the year; you say maybe a year longer. But we have 
got to keep this one under examination. Fair enough? 

Mr. Bernanke. Yes, I think we obviously want to look at all 
tools. I think that there is probably more scope for capital if we are 
not comfortable with the status of these firms. 

Senator Warren. Good, and fair enough on that. 

I want to ask you, as you know, the Federal Reserve and the 
OCC announced last January that they were stopping their inves- 
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tigation into the system foreclosure fraud and that you had reached 
a settlement with the largest mortgage servicers in the country. 
And just last week, the OCC announced that 52,048 people just in 
Massachusetts received checks so far under this settlement, and it 
was an aggregate total of $41 million in compensation, or about 
$800 a family. 

Now, that is $800 a family in a State, Massachusetts, where the 
median home income is $324,500. I will do the math for you. That 
is about Vio of 1 percent of the purchase price of the average home 
in the Commonwealth of Massachusetts. 

Now, it is my job to look out for families in Massachusetts, in- 
cluding helping them get basic information about whether settle- 
ments made on their behalf by the Government are fair. And to do 
that, 6 months ago I started asking for basic documents about the 
investigation and to see what the foreclosure fraud investigation 
had uncovered, how many people had lost their chance to save 
their home, just really how bad the damage was. So far, the Fed 
and the OCC have disclosed very little of what I have asked for. 

So the question I have is how the people I represent in Massa- 
chusetts who believe they were cheated or the 4 million people who 
received checks around the country, how they know that the pay- 
ments they are receiving are fair if the Fed and the OCC will not 
disclose details about what they uncovered in the investigation. 

Mr. Bernanke. Well, as you know, we stopped the investigation 
well before all 4.2 million borrowers were analyzed, so we do not 
have that information for everybody, but we do have it for some 
folks, and we are looking to see if we can find a way to get that 
information to the individuals whose files were evaluated by the 
independent consultants. 

Senator Warren. Good. So we are talking about getting that in- 
formation to them and releasing more information about what you 
did find in the aggregate? 

Mr. Bernanke. Yes. We hope to have a report on this whole 
thing within the next couple of months that will lay out basically 
all the information we have. Some of the things that you have re- 
quested frankly we just did not collect. But we will try to provide 
as much transparency as we can. 

Senator Warren. I would be very grateful for that, Mr. Chair- 
man. You know my concerns in this area generally that if the regu- 
lators are not aggressive enough, if they do not require admission 
of guilt, if they never take large financial institutions to trial, then 
the resulting settlements are too weak. And so I know you appre- 
ciate that a slap on the wrist is not enough, and if the OCC and 
the Fed are confident that these are good settlements, I think it 
helps everyone if the information is out there. So thank you, Mr. 
Chairman. I appreciate it. 

Mr. Bernanke. I would like to add that, of course, the people 
who received checks have not yielded their legal rights, and they 
could pursue this further if they wish. 

Senator Warren. Yes, and I hope that by revealing this informa- 
tion they will be able to better evaluate whether or not that is ap- 
propriate for them. Thank you. 

Chairman Johnson. Senator Crapo has a brief statement to 
make. 
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Senator Crapo. Yes, thank you, Mr. Chairman. I have a number 
of additional questions, but we are coming up against a vote right 
away. So, Chairman Bernanke, if it is OK with you and with the 
Chairman, I will submit these questions to you and ask you to re- 
spond later. The questions that I have, among others, are some fur- 
ther inquiries about the short-term interest rate policy, the actions 
right now at the FSOC, the Financial stability Oversight Council, 
in particular in relationship to nonbank, systemically important fi- 
nancial institutions. And as you might guess, on GSE reform, I 
would love to get some further information from your perspective 
on that. 

But I will submit those questions, Mr. Chairman, in light of the 
fact that we do have a vote pending. Thank you. 

Chairman JOHNSON. Chairman Bernanke, I want to thank you 
for your extraordinary service to our Nation. 

Mr. Bernanke. Thank you. 

Chairman JOHNSON. And I want to thank you for your testimony. 

This hearing is adjourned. 

[Whereupon, at 12:12 p.m., the hearing was adjourned.] 

[Prepared statements, responses to written questions, and addi- 
tional material supplied for the record follow:] 
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PREPARED STATEMENT OF BEN S. BERNANKE 

Chairman, Board of Governors of the Federal Reserve System 
July 18, 2013 

Chairman Johnson, Ranking Member Crapo, and other Members of the Com- 
mittee, I am pleased to present the Federal Reserve’s Semiannual Monetary Policy 
Report to the Congress. I will discuss current economic conditions and the outlook 
and then turn to monetary policy. I’ll finish with a short summary of our ongoing 
work on regulatory reform. 

The Economic Outlook 

The economic recovery has continued at a moderate pace in recent quarters de- 
spite the strong headwinds created by Federal fiscal policy. 

Housing has contributed significantly to recent gains in economic activity. Home 
sales, house prices, and residential construction have moved up over the past year, 
supported by low mortgage rates and improved confidence in both the housing mar- 
ket and the economy. Rising housing construction and home sales are adding to job 
growth, and substantial increases in home prices are bolstering household finances 
and consumer spending while reducing the number of homeowners with underwater 
mortgages. Housing activity and prices seem likely to continue to recover, notwith- 
standing the recent increases in mortgage rates, but it will be important to monitor 
developments in this sector carefully. 

Conditions in the labor market are improving gradually. The unemployment rate 
stood at 7.6 percent in June, about a half percentage point lower than in the months 
before the Federal Open Market Committee (FOMC) initiated its current asset pur- 
chase program in September. Nonfarm payroll employment has increased by an av- 
erage of about 200,000 jobs per month so far this year. Despite these gains, the jobs 
situation is far from satisfactory, as the unemployment rate remains well above its 
longer-run normal level, and rates of underemployment and long-term unemploy- 
ment are still much too high. 

Meanwhile, consumer price inflation has been running below the Committee’s 
longer-run objective of 2 percent. The price index for personal consumption expendi- 
tures rose only 1 percent over the year ending in May. This softness reflects in part 
some factors that are likely to be transitory. Moreover, measures of longer-term in- 
flation expectations have generally remained stable, which should help move infla- 
tion back up toward 2 percent. However, the Committee is certainly aware that very 
low inflation poses risks to economic performance — for example, by raising the real 
cost of capital investment — and increases the risk of outright deflation. Con- 
sequently, we will monitor this situation closely as well, and we will act as needed 
to ensure that inflation moves back toward our 2 percent objective over time. 

At the June FOMC meeting, my colleagues and I projected that economic growth 
would pick up in coming quarters, resulting in gradual progress toward the levels 
of unemployment and inflation consistent with the Federal Reserve’s statutory man- 
date to foster maximum employment and price stability. Specifically, most partici- 
pants saw real GDP growth beginning to step up during the second half of this year, 
eventually reaching a pace between 2.9 and 3.6 percent in 2015. They projected the 
unemployment rate to decline to between 5.8 and 6.2 percent by the final quarter 
of 2015. And they saw inflation gradually increasing toward the Committee’s 2 per- 
cent objective. ^ 

The pickup in economic growth projected by most Committee participants partly 
reflects their view that Federal fiscal policy will exert somewhat less drag over time, 
as the effects of the tax increases and the spending sequestration diminish. The 
Committee also believes that risks to the economy have diminished since the fall, 
reflecting some easing of financial stresses in Europe, the gains in housing and 
labor markets that I mentioned earlier, the better budgetary positions of State and 
local governments, and stronger household and business balance sheets. That said, 
the risks remain that tight Federal fiscal policy will restrain economic growth over 
the next few quarters by more than we currently expect, or that the debate con- 
cerning other fiscal policy issues, such as the status of the debt ceiling, will evolve 
in a way that could hamper the recovery. More generally, with the recovery still pro- 
ceeding at only a moderate pace, the economy remains vulnerable to unanticipated 
shocks, including the possibility that global economic growth may be slower than 
currently anticipated. 


I These projections reflect FOMC participants’ assessments based on their individual judg- 
ments regarding appropriate monetary policy. 
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Monetary Policy 

With unemployment still high and declining only gradually, and with inflation 
running below the Committee’s longer-run objective, a highly accommodative mone- 
tary policy will remain appropriate for the foreseeable future. 

In normal circumstances, the Committee’s basic tool for providing monetary ac- 
commodation is its target for the Federal funds rate. However, the target range for 
the Federal funds rate has been close to zero since late 2008 and cannot be reduced 
meaningfully further. Instead, we are providing additional policy accommodation 
through two distinct yet complementary policy tools. The first tool is expanding the 
Federal Reserve’s portfolio of longer-term Treasury securities and agency mortgage- 
backed securities (MBS); we are currently purchasing $40 billion per month in agen- 
cy MBS and $45 billion per month in Treasuries. The second tool is “forward guid- 
ance” about the Committee’s plans for setting the Federal funds rate target over the 
medium term. 

Within our overall policy framework, we think of these two tools as having some- 
what different roles. We are using asset purchases and the resulting expansion of 
the Federal Reserve’s balance sheet primarily to increase the near-term momentum 
of the economy, with the specific goal of achieving a substantial improvement in the 
outlook for the labor market in a context of price stability. We have made some 
progress toward this goal, and, with inflation subdued, we intend to continue our 
purchases until a substantial improvement in the labor market outlook has been re- 
alized. In addition, even after purchases end, the Federal Reserve will be holding 
its stock of Treasury and agency securities off the market and reinvesting the pro- 
ceeds from maturing securities, which will continue to put downward pressure on 
longer-term interest rates, support mortgage markets, and help to make broader fi- 
nancial conditions more accommodative. 

We are relying on near-zero short-term interest rates, together with our forward 
guidance that rates will continue to be exceptionally low — our second tool — to help 
maintain a high degree of monetary accommodation for an extended period after 
asset purchases end, even as the economic recovery strengthens and unemployment 
declines toward more-normal levels. In appropriate combination, these two tools can 
provide the high level of policy accommodation needed to promote a stronger eco- 
nomic recovery with price stability. 

In the interest of transparency. Committee participants agreed in June that it 
would be helpful to lay out more details about our thinking regarding the asset pur- 
chase program — specifically, to provide additional information on our assessment of 
progress to date, as well as of the likely trajectory of the program if the economy 
evolves as projected. This agreement to provide additional information did not re- 
flect a change in policy. 

The Committee’s decisions regarding the asset purchase program (and the overall 
stance of monetary policy) depend on our assessment of the economic outlook and 
of the cumulative progress toward our objectives. Of course, economic forecasts must 
be revised when new information arrives and are thus necessarily provisional. As 
I noted, the economic outcomes that Committee participants saw as most likely in 
their June projections involved continuing gains in labor markets, supported by 
moderate growth that picks up over the next several quarters as the restraint from 
fiscal policy diminishes. Committee participants also saw inflation moving back to- 
ward our 2 percent objective over time. If the incoming data were to be broadly con- 
sistent with these projections, we anticipated that it would be appropriate to begin 
to moderate the monthly pace of purchases later this year. And if the subsequent 
data continued to confirm this pattern of ongoing economic improvement and nor- 
malizing inflation, we expected to continue to reduce the pace of purchases in meas- 
ured steps through the first half of next year, ending them around midyear. At that 
point, if the economy had evolved along the lines we anticipated, the recovery would 
have gained further momentum, unemployment would be in the vicinity of 7 per- 
cent, and inflation would be moving toward our 2 percent objective. Such outcomes 
would be fully consistent with the goals of the asset purchase program that we es- 
tablished in September. 

I emphasize that, because our asset purchases depend on economic and financial 
developments, they are by no means on a preset course. On the one hand, if eco- 
nomic conditions were to improve faster than expected, and inflation appeared to 
be rising decisively back toward our objective, the pace of asset purchases could be 
reduced somewhat more quickly. On the other hand, if the outlook for employment 
were to become relatively less favorable, if inflation did not appear to be moving 
back toward 2 percent, or if financial conditions — which have tightened recently — 
were judged to be insufficiently accommodative to allow us to attain our mandated 
objectives, the current pace of purchases could be maintained for longer. Indeed, if 
needed, the Committee would be prepared to employ all of its tools, including an 
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increase the pace of purchases for a time, to promote a return to maximum employ- 
ment in a context of price stability. 

As I noted, the second tool the Committee is using to support the recovery is for- 
ward guidance regarding the path of the Federal funds rate. The Committee has 
said it intends to maintain a high degree of monetary accommodation for a consider- 
able time after the asset purchase program ends and the economic recovery 
strengthens. In particular, the Committee anticipates that its current exceptionally 
low target range for the Federal funds rate will be appropriate at least as long as 
the unemplo 3 mient rate remains above 614 percent and inflation and inflation expec- 
tations remain well behaved in the sense described in the FOMC’s statement. 

As I have observed on several occasions, the phrase “at least as long as” is a key 
component of the policy rate guidance. These words indicate that the specific num- 
bers for unemployment and inflation in the guidance are thresholds, not triggers. 
Reaching one of the thresholds would not automatically result in an increase in the 
Federal funds rate target; rather, it would lead the Committee to consider whether 
the outlook for the labor market, inflation, and the broader economy justified such 
an increase. For example, if a substantial part of the reductions in measured unem- 
ployment were judged to reflect cyclical declines in labor force participation rather 
than gains in employment, the Committee would be unlikely to view a decline in 
unemployment to 6 V 2 percent as a sufficient reason to raise its target for the Fed- 
eral funds rate. Likewise, the Committee would be unlikely to raise the funds rate 
if inflation remained persistently below our longer-run objective. Moreover, so long 
as the economy remains short of maximum employment, inflation remains near our 
longer-run objective, and inflation expectations remain well anchored, increases in 
the target for the Federal funds rate, once they begin, are likely to be gradual. 

Regulatory Reform 

I will finish by providing you with a brief update on progress on reforms to reduce 
the systemic risk of the largest financial firms. As Governor Tarullo discussed in 
his testimony last week before this Committee, the Federal Reserve, with the other 
Federal banking agencies, adopted a final rule earlier this month to implement the 
Basel III capital reforms. ^ The final rule increases the quantity and quality of re- 
quired regulatory capital by establishing a new minimum common equity tier 1 cap- 
ital ratio and implementing a capital conservation buffer. The rule also contains a 
supplementary leverage ratio and a countercyclical capital buffer that apply only to 
large and internationally active banking organizations, consistent with their sys- 
temic importance. In addition, the Federal Reserve will propose capital surcharges 
on firms that pose the greatest systemic risk and will issue a proposal to implement 
the Basel III quantitative liquidity requirements as they are phased in over the next 
few years. The Federal Reserve is considering further measures to strengthen the 
capital positions of large, internationally active banks, including the proposed rule 
issued last week that would increase the required leverage ratios for such firms. ® 

The Fed also is working to finalize the enhanced prudential standards set out in 
sections 165 and 166 of the Dodd-Frank Act. Among these standards, rules relating 
to stress testing and resolution planning already are in place, and we have been ac- 
tively engaged in stress tests and reviewing the “first-wave” resolution plans. In co- 
ordination with other agencies, we have made significant progress on the key sub- 
stantive issues relating to the Volcker rule and are hoping to complete it by year- 
end. 

Finally, the Federal Reserve is preparing to regulate and supervise systemically 
important nonbank financial firms. Last week, the Financial Stability Oversight 
Council designated two nonbank financial firms; it has proposed the designation of 
a third firm, which has requested a hearing before the council. We are developing 
a supervisory and regulatory framework that can be tailored to each firm’s business 


^See, Daniel K. Tarullo (2013), “Dodd-Frank Implementation”, statement before the Com- 
mittee on Banking, Housing, and Urban Affairs, U.S. Senate, July 11, www.federalreserve.gov ! 
newsevents I testimony I tarullo20130711a.htm; and Board of Governors of the Federal Reserve 
System (2013), “Federal Reserve Board Approves Final Rule To Help Ensure Banks Maintain 
Strong Capital Positions”, press release, July 2, www.federalreserve.gov I newsevents ! press t 
bcreg 1 20130702a.htm. 

^See, Board of Governors of the Federal Reserve System, Federal Deposit Insurance Corpora- 
tion, and Office of the Comptroller of the Currency (2013), “Agencies Adopt Supplementary Le- 
verage Ratio Notice of Proposed Rulemaking”, joint press release, July 9, 
www.federalreserve.gov / newsevents / press / bcreg / 20130709a.htm. 

4 U.S. Department of the Treasury (2013), “Financial Stability Oversight Council Makes First 
Nonbank Financial Company Designations to Address Potential Threats to Financial Stability”, 
press release, July 9, www.treasury.gov t press-center ! press-releases ! Pages ! jl2004.aspx. 



31 


mix, risk profile, and systemic footprint, consistent with the Collins amendment and 
other legal requirements under the Dodd-Frank Act. 

Thank you. I would be pleased to take your questions. 
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RESPONSES TO WRITTEN QUESTIONS OF 
CHAIRMAN JOHNSON FROM BEN S. BERNANKE 

Q.l. I am concerned about the long-term impact of youth unem- 
ployment. What more can the Federal Reserve do to help promote 
youth employment? 

A.l. Your concerns about the long-term impact of youth unemploy- 
ment are well-founded. The unemployment rate for 16-24 year olds 
was 15.1 percent in October 2013, down from its peak of 19 percent 
in late 2009, but still 5 percentage points above its level prior to 
the recession. A persistent lack of job opportunities for young peo- 
ple inhibits many of them from gaining valuable work experience 
and may cause lasting damage to their future employment and 
earnings prospects. The Federal Reserve can best help to promote 
youth employment — and indeed to enhance the economic well-being 
of all Americans — through our efforts to promote a stronger econ- 
omy and a further improvement in labor market conditions. To this 
end, the Federal Reserve — consistent with its congressional man- 
date — will continue to provide the policy accommodation that is 
needed to foster maximum employment and price stability. 

Q.2. As we approach the 5 year anniversary of the financial crisis, 
what lessons should we never forget regarding appropriate regula- 
tion and supervision? 

A.2. The primary lesson for financial regulation and supervision of 
the financial crisis and the ensuing Great Recession is that finan- 
cial instability can do grave damage to the broader economy. This 
is a lesson that was also learned following other severe crises, such 
as the Great Depression. To a certain extent, policy makers forgot 
this lesson in the decades of prosperity that followed the end of 
World War II. 

Thus, it is important that financial institutions are well-capital- 
ized, have sufficient liquidity on hand to meet a range of contin- 
gencies, and that counterparties, regulators and others are pre- 
pared for the failure of any given firm. The Federal Reserve, work- 
ing with other regulatory agencies, has made great progress put- 
ting in place enhanced standards for capital, liquidity, risk man- 
agement, and resolution for the largest financial institutions. 

However, while financial crises share many features, they hap- 
pen infrequently enough that each has its own unique aspects. 
Thus, regulators must be flexible in their consideration of the key 
risks facing the financial system. To this end, the Federal Reserve’s 
annual stress testing exercise uses scenarios designed to stress the 
most salient risks. In addition, the Federal Reserve has devoted in- 
creased resources to monitoring the evolution of the financial sys- 
tem and emerging threats to better ensure that policy makers have 
the information necessary to preserve financial stability. Such ef- 
forts and increased interagency focus on systemic issues through 
the FSOC represent an important shift toward a macroprudential 
approach to regulation and supervision of the financial system. 

Q.3. It was recently announced that the New York Stock Exchange 
Euronext would administer LIBOR rates. What steps are needed to 
ensure that LIBOR and other benchmarks are appropriately struc- 
tured and regulated going forward? 
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A.3. While the announcement of Euronext as the administrator is 
an important step, we do not yet know the details of Euronext’s 
plan for its system of oversight or how it will link the submission 
of rates to transactions. We look forward to learning more. Another 
important step to ensure that LIBOR and other benchmarks are 
appropriately structured and regulated is the work that has been 
undertaken by the Einancial Stability Board (ESB) to review exist- 
ing reference rates and to examine possible complements or alter- 
natives to existing rates. The ESB commissioned the International 
Organization of Securities Commissions (IOSCO) to undertake the 
review of existing rates, including LIBOR, EURIBOR, and TIBOR; 
and it is our understanding that IOSCO has convened a group of 
regulators to come up with the parameters for that review. The re- 
views of those rates are expected to be completed sometime next 
year. The ESB report on possible alternatives is due to be com- 
pleted in the second quarter of 2014. 

Q.4. How is the Eederal Reserve preparing the financial institu- 
tions it regulates for higher interest rates? 

A.4. Erom a policy perspective, the Eederal Banking agencies have 
established guidance in place on interest rate risk (IRR) since 1996 
(Joint Policy Statement on Interest Rate Risk SR 96-13) with more 
recent guidance in 2010 (Interagency Advisory on Interest Rate 
Risk SR 10-1) and in 2012 (Questions and Answers on Interagency 
Advisory on Interest Rate Risk Management SR 12-2). Together 
these documents outline supervisory expectations for effective in- 
terest rate risk management. Through on-site examinations, ongo- 
ing monitoring, and analysis of bank supplied information and/or 
regulatory filings, the Eederal Reserve assesses and monitors the 
level of interest rate risk and the quality of interest rate risk man- 
agement. Institutions that are found to contain outsized levels of 
interest rate risk and/or poor quality interest rate risk manage- 
ment routines may be subject to enforcement actions to reduce in- 
terest rate risk, improve available capital levels, or improve their 
interest rate risk management process. 

Over the past few years, the ERB has taken additional action 
steps to strengthen the supervisory oversight with regard to inter- 
est rate risk. As part of this, we have devoted more resources to 
interest rate risk teams that continuously monitor cross-institution 
risk and keep abreast of emerging risk issues affecting the largest 
firms. In addition, we have conducted, when necessary, in-depth 
on-site examinations targeting IRR in order to assess firms’ pre- 
paredness for potential interest rate shocks. The Eederal Reserve 
has also undertaken a number of outreach efforts to raise aware- 
ness of interest rate risk. Some recent topics include: 

• Essentials of Effective Interest Rate Risk Measurement 

• Effective Asset/Liability Management: A View Erom the Top 

• Interest Rate Risk Management at Community Banks 

• Managing Interest Rate Risk in a Rising Rate Environment 

Q.5. As you know, on July 21 the 3-year moratorium on Industrial 
Loan Company (ILC) charters mandated by Wall Street Reform ex- 
pired. Do you believe there will be any impact on the banking sys- 
tem now that the moratorium has expired? Do you believe the reg- 
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ulators have sufficient supervisory and enforcement authority to 
appropriately regulate firms that own ILCs? If not, what super- 
visory gaps exist? 

A.5. Industrial loan companies (ILCs) are State-chartered banks 
that have virtually all of the powers and privileges of other insured 
commercial banks, including the protections of the Federal safety 
net — deposit insurance and access to the Federal Reserve’s discount 
window and payments system. Nonetheless, ILCs operate under a 
special exception to the Federal Bank Holding Company Act (BHC 
Act). This special exception allows any type of firm, including a 
commercial firm or foreign bank, to acquire and operate an ILC 
chartered in one of a handful of States — principally Utah and Cali- 
fornia — without complying with the standards that Congress has 
established for bank holding companies to maintain the separation 
of banking and commerce and to protect insured banks, the Federal 
safety net and, ultimately, the taxpayer. 

The Board believes the best way to prevent this exception from 
further undermining the general policies that Congress has estab- 
lished and further promoting competitive and regulatory imbal- 
ances within the banking system is to close the loophole in current 
law to new acquirers of ILCs. This is precisely the approach that 
Congress has taken on previous occasions when earlier loopholes 
began to be used in unintended and potentially damaging ways. 

It is important to keep in mind that the exception currently is 
open-ended and subject to very few statutory restrictions. Although 
only a handful of States have the ability to charter exempt ILCs, 
there is no limit on the number of exempt ILCs that these States 
may charter. Moreover, Federal law places no limit on how large 
an ILC may become and only one restriction on the types of activi- 
ties that an ILC may conduct. That restriction prevents most ILCs 
from accepting demand deposits that the depositor may withdraw 
by check or similar means for payment to third parties. This Fed- 
eral restriction has lost much of its meaning as ILCs have entered 
the world of retail banking by offering retail customers negotiable 
order of withdrawal (NOW) accounts — transaction accounts that 
are functionally indistinguishable from demand deposit accounts. 

The ILC exception also fosters an unfair and unlevel competitive 
and regulatory playing field by allowing firms that acquire an in- 
sured ILC in a handful of States to operate outside the activity re- 
strictions and consolidated supervisory and regulatory framework 
that apply to other community-based, regional, and diversified or- 
ganizations that own a similarly situated bank. Addressing these 
matters will only become more difficult if additional companies are 
permitted to acquire and operate ILCs under this special exception. 

The ILC exception in current law undermines the supervisory 
framework that Congress has established for the corporate owners 
of insured banks. ILCs are regulated and supervised by the FDIC 
and their chartering State in the same manner as other types of 
State-chartered, nonmember insured banks and the Board has no 
concerns about the adequacy of this existing supervisory frame- 
work for ILCs themselves. However, due to the special exception in 
current law, the parent company of an ILC is not considered a 
bank holding company. This creates special supervisory risks be- 
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cause the ILC’s parent company and nonbank affiliates may not be 
subject to supervision on a consolidated basis by a Federal agency. 


RESPONSES TO WRITTEN QUESTIONS OF SENATOR CRAPO 
FROM BEN S. BERNANKE 

Q.l. You mentioned in your testimony that the Fed is developing 
the regulatory framework for the two nonbank systemically impor- 
tant financial institutions designated by the FSOC. These compa- 
nies by definition are not banks. They have different assets and li- 
abilities than the entities traditionally regulated by the Fed. How 
will the Fed address the unique characteristics of nonbank finan- 
cial institutions that are designated as systemically important? If 
the idea is to have a general framework for nonbank SIFIs, what 
specific steps is the Fed planning to undertake to ensure that the 
diverse nature of these companies is accounted for while also en- 
suring they remain competitive in their industries? How long will 
that process take? 

A.l. The Dodd-Frank Act requires the Board to apply enhanced 
prudential standards and early remediation requirements to bank 
holding companies with at least $50 billion in consolidated assets 
and to nonbank financial companies designated by the FSOC for 
supervision by the Board (designated companies). The Act author- 
izes the Board to tailor the application of these standards and re- 
quirements to different companies on an individual basis or by cat- 
egory. In so doing we can consider any factor we deem appropriate, 
including capital structure, nature of financial activities, riskiness, 
size, and complexity. In our proposed rulemaking, we noted that 
this tailoring authority would be particularly important in applying 
the standards and requirements to designated companies that are 
organized and operated differently from banking organizations. We 
sought and received comment on how the standards should be ap- 
plied to designated companies. Staff has carefully reviewed the 
comments and met with interested members of the public, includ- 
ing the designated companies and other financial firms. As we indi- 
cated in the proposal, following the recent designations by the 
FSOC of AIG, GECC, and Prudential, we are assessing the busi- 
ness model, capital structure, and the risk profile of each company 
to determine how the standards and requirements should apply. 

The Federal Reserve currently supervises AIG and GECC as sav- 
ings and loan holding companies and formerly supervised Pruden- 
tial in this capacity. We intend to design a supervisory program for 
these firms as designated companies that is consistent with the ap- 
proach we use for the largest financial holding companies but tai- 
lored to account for different material characteristics of each firm. 
We intend to utilize expertise gained from our prior and current 
supervisory activities and from the designation process, to leverage 
our strong working relationships with State insurance supervisors 
(in the case of AIG and Prudential), and to include a focus on 
threats to financial stability posed by each firm. 

Q.2. After completing work on FHA reform, the Banking Com- 
mittee will move to the issue of reforming the GSEs. As we begin 
this process, what are the guiding principles that we ought to con- 
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sider? If there is a Government guarantee, how do we make sure 
that it is priced accordingly? 

A.2. The historical experience with mortgage-backed securities pro- 
vides three principles for successful mortgage securitization. First, 
for the ultimate investors to be willing to acquire and trade mort- 
gage-backed securities, they must be persuaded that the credit 
quality of the underlying mortgages is high and that the origina- 
tion-to-distribution process is managed so that originators, such as 
mortgage brokers and bankers, have an incentive to undertake 
careful underwriting. Second, because the pools of assets under- 
lying mortgage-backed securities have highly correlated risks, in- 
cluding interest rate, prepayment, and credit risks, the institutions 
and other investors that hold these securities must have the capac- 
ity to manage their risks carefully. Finally, because mortgage- 
backed securities are complex amalgamations of underlying mort- 
gages that may themselves be complex to price, transparency about 
both the underlying assets and the mortgage-backed security itself 
is essential. 

From a public policy perspective, the question arises whether 
fully privatized mortgage securitization would continue under high- 
ly stressed financial conditions. Government-backed insurance for 
any form of bond or securities financing used to provide funding to 
mortgage markets should be explicitly priced and transparent, so 
that the taxpayers’ risks can be fully understood. Pricing such in- 
surance is difficult unless the Congress provides an objective for 
the Government insurer. If there is a Government guarantee. Con- 
gress needs to establish a standard for when it should be used and 
provide sufficient authority and clarity so that the Government cat- 
astrophic insurer knows how to balance concerns about taxpayer 
risk and credit availability. 

Q.3. Beyond the discussion of tapering and winding down the Fed’s 
balance sheet is the fact that short-term rates are still being held 
close to zero. In fact, it has been more than 4 years since the Fed 
Funds Rate was reduced to near zero. Some have suggested the 
Fed should commit to leave the rate low for a period of time after 
the economy begins improving, while others are concerned that any 
delay would provoke inflation. Given the limits of the accuracy of 
real-time economic data and economic forecasting, how confident 
are you that the Fed will be able to move from a zero-interest rate 
policy at the right time? 

A.3. The Committee is firmly committed to its price stability objec- 
tive, and, as affirmed in its statement of Longer-Run Goals and 
Policy Strategy, its policy decisions will be aimed at achieving its 
longer-run goal of 2 percent inflation (as measured by the deflator 
for personal consumption expenditures). The FOMC has stated that 
it will be appropriate to keep its target range for the Federal funds 
rate at its current very low level at least as long as the unemploy- 
ment rate remains above 6 V 2 percent, inflation between one and 
two years ahead is projected to be no more than a half percent 
about the Committee’s 2 percent longer-run goal, and longer-term 
inflation expectations continue to be well anchored. In any set of 
circumstances, it is difficult to accurately judge the ideal timing of 
a shift in the direction of monetary policy and one cannot rule out 
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the risk that inflation could at some point increase unexpectedly. 
However, policy makers carefully and continuously monitor a range 
of inflation indicators and will adjust the stance of policy as appro- 
priate to achieve low and stable inflation as well as maximum em- 
ployment. 


RESPONSES TO WRITTEN QUESTIONS OF SENATOR REED 
FROM BEN S. BERNANKE 

Q.l. In February you testified before this Committee that monetary 
and fiscal policy were working at “cross-purposes.” Many more 
Americans would have jobs and be much better off if Congress 
passed sensible fiscal policy — policies that are good investments 
with high bang for the buck like infrastructure projects, tax relief 
for low and middle-income Americans, and incentives to companies 
to hire and expand their payroll. 

Could you describe how the Fed’s policy would be different, in 
size or scope, if there was sensible fiscal support? And how many 
more Americans would have a job? Would a stronger recovery, sup- 
ported by fiscal policy, help the Fed manage its monetary policy as 
employment increases and the economy nears the thresholds laid 
out by the FOMC? 

A.I. As I have suggested to the Congress in the past, a fiscal policy 
that was less focused on near-term consolidation and more focused 
on long-run sustainability would be preferable to the current policy. 
According to the CBO, the near-term policies embodied in current 
law — such as sequestration, tax increases and other measures — are 
cutting an estimated 1.5 percentage points off GDP growth this 
year, or approximately 750,000 jobs. Although Fed policies are 
working to support the labor market and offset some of this drag, 
monetary policy is not a panacea, and we would surely see stronger 
labor market conditions if fiscal policy were not imposing strong 
headwinds on the economy this year. By the same token, it is im- 
perative that Congress come to grips in a compelling, credible way 
with the fact that fiscal policy as encoded in current law is not sus- 
tainable in the long term. These two objectives are not contradic- 
tory; on the contrary, they could be mutually reinforcing. A less re- 
strictive fiscal policy in the near term that supported a stronger 
economic recovery would help improve the sustainability of the 
Federal Government’s overall fiscal position over the long term. At 
the same time, a credible and growth-oriented long-term plan for 
sustainability, enacted into law, would alleviate widespread con- 
cerns and reduce uncertainty — both of which could add to the vigor 
of aggregate demand in the near term. 

I am confident that we have the tools to manage monetary policy 
effectively once we get to the point where the economy is nearing 
the thresholds laid out by the Federal Open Market Committee. 

Q.2. The United States just concluded the first round of negotia- 
tions with the European Union on the Transatlantic Trade and In- 
vestment Partnership (T-TIP) agreement. There is some concern 
that these negotiations and the resulting FTA could adversely af- 
fect financial regulatory reforms made by the Fed and other domes- 
tic prudential regulators. 
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Has the Federal Reserve been consulted by or weighed in with 
the United States Trade Representative on whether this trade 
agreement would affect your rulemaking? Would an FTA with sig- 
nificant financial regulatory changes frustrate your ongoing rule- 
making and multilateral efforts with the G20? 

A.2. Federal Reserve staff works closely with the staff of the Treas- 
ury Department and other agencies to keep abreast of the status 
of trade negotiations to assure that any agreement would not inter- 
fere with U.S. prudential regulation. We are aware that there has 
been interest on the part of the EU to negotiate financial regula- 
tions in the context of the T-TIP agreement. However, the U.S. 
agencies working on the T-TIP, including USTR, are in agreement 
that the negotiations will not include prudential or financial regu- 
lations or attempt to set standards for such regulations. The Fed- 
eral Reserve will continue to monitor the negotiations to assure 
that its ability to establish appropriate prudential regulations is 
not compromised. 

The Federal Reserve has long supported including the financial 
services sector itself in trade negotiations in the interest of opening 
markets, reducing trade barriers, and encouraging the free flow of 
trade, but only subject to prudential considerations. As the finan- 
cial crisis demonstrated, market discipline alone is not sufficient to 
ensure a healthy and stable economy. Financial institutions must 
be held to rigorous prudential standards. Efforts to restore and 
strengthen the health and stability of the U.S. financial sector 
could be undermined if prudential or financial regulations are sub- 
ject to exemptions or modifications through trade agreements. It 
could also undermine other multilateral efforts to agree on inter- 
national financial standards, already underway in such fora as the 
FSB, Basel Committee, IOSCO, and the lAIS. 


RESPONSES TO WRITTEN QUESTIONS OF SENATOR HAGAN 
FROM BEN S. BERNANKE 

Q.l. There has been a significant sell-off in the fixed income mar- 
kets in recent weeks, with substantial outflows from bond mutual 
funds. Are you at all concerned you that markets are too driven by 
the speeches and official pronouncements from central banks 
around the world? If the suggestion of tapering has been contrib- 
uting to volatility in asset prices, can we expect more volatility as 
policy action nears? 

A.l. The recent rise in interest rates appears to partly reflect shifts 
in investor expectations about monetary policy, but other factors 
likely played important roles as well. In particular, incoming data 
appears to have led investors to mark up their expectations for eco- 
nomic activity relative to earlier in the year. Yield movements were 
also reportedly exacerbated by an unwinding of leveraged and risky 
trading positions that had been predicated on highly optimistic in- 
vestor expectations of persistently low and stable interest rates. 
Notably, an unwinding of such positions, while having the unfortu- 
nate effect of tightening financial conditions, may also have re- 
moved some of the risks to financial stability posed by those over- 
extended positions, putting financial markets on a firmer footing. 
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR WARREN 
FROM BEN S. BERNANKE 

Q.l. The Federal Reserve proposes to end its asset purchases by 
the middle of next year, assuming that the recovery has gained mo- 
mentum, unemployment is near 7 percent, and inflation is moving 
toward 2 percent. However, unemployment of 7 percent would be 
well above the so-called “natural” rate of unemployment {http:llre- 
search.stlouisfed.org I fred2 1 series I NROUST), suggesting that infla- 
tion would not be a concern, and many households would still be 
in considerable distress because of the slack labor market. Why 
does the Federal Reserve plan to abandon a tool that you say helps 
“to increase the near-term momentum of the economy, with the 
specific goal of achieving substantial improvement in the outlook 
for the labor market in the context of price stability” when macro- 
economic conditions remain far from normal? 

A.l. The FOMC is currently providing monetary stimulus to the 
economy using two tools: large scale asset purchases and commu- 
nications about its expectations for the path of the Federal funds 
rate, or “forward guidance.” Asset purchases help to lower longer- 
term interest rates by reducing the stock of available longer term 
securities, thereby helping to raise their price in the open market, 
and reduce their yield. Thus, a cessation of asset purchases would 
not imply a reduction in monetary stimulus because the Federal 
Reserve will continue to hold the assets it has purchased in its 
portfolio and thereby maintain downward pressure on long-term in- 
terest rates. Moreover, as the Committee has indicated in its most 
recent post-meeting statement, it expects that a highly accommoda- 
tive stance of monetary policy will remain appropriate for a consid- 
erable time after the asset purchase program ends. In particular, 
the Committee sees its asset purchases as providing near-term mo- 
mentum to the economy with the specific goal of achieving a sub- 
stantial improvement in the labor market in a context of price sta- 
bility. However, even after this goal has been achieved, the Com- 
mittee expects that it will be appropriate to maintain the current 
low range for the Federal funds rate at least as long as the unem- 
ployment rate remains above 6 V 2 percent, inflation between 1 and 
2 years is projected to be no more than half a percentage point 
above the Committee’s 2 percent longer-run goal, and longer-term 
inflation expectations continue to be well anchored. 

Q.2. In a recent Notice of Proposed Rulemaking the Federal Re- 
serve proposes to treat branches and agencies of foreign banking 
organizations as if they were insured depositories for purposes of 
section 716 of the Dodd-Frank Act (http: 1 1 www.gpo.gov I fdsys I 
pkg I FR-2013-06-10 1 pdf 1 2013-13670.pdf). This rule would allow 
branches and agencies to act as a swaps entity for certain types of 
swaps, and to use swaps for hedging, while retaining access to the 
Federal Reserve discount window and emergency lending. This 
change is described in the rule proposal being, "... consistent 
with the purpose and legislative history of section 716. Section 716 
and Title VII of the Dodd-Frank Act generally are intended to re- 
duce systemic risks from derivatives activities.” Can you explain 
how extending the Federal safety net to swaps entities located in 
branches and agencies — which are not subject to the full range of 
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U.S. banking regulation — reduces the systemic risks created by de- 
rivatives activities? 

A.2. The Board’s interim final rule treats an uninsured U.S. branch 
or agency of a foreign bank as an insured depository institution for 
purposes of section 716 of the Dodd-Frank Act. 

The interim final rule does not extend the Federal safety net to 
these branches and agencies. Under the Federal Reserve Act, both 
uninsured and insured U.S. branches and agencies of foreign banks 
may receive Federal Reserve advances on the same terms and con- 
ditions that apply to domestic insured State member banks. ^ In 
section 716, Congress also determined to permit insured depository 
institutions to continue to conduct certain limited hedging and 
bank permissible activities. It made this determination to allow in- 
sured depository institutions to manage the risk from their activi- 
ties in a safe and sound manner. This treatment is consistent with 
congressional intent as reflected in a colloquy between Senator Lin- 
coln, the sponsor of section 716 and Senator Dodd, the Chairman 
of the Senate Committee on Banking, Housing, and Urban Affairs. 
During Senate consideration of the Dodd-Frank Act Conference Re- 
port, Senators Lincoln and Dodd had a colloquy during which they 
expressed the view that uninsured U.S. branches and agencies 
should be treated in the same manner as insured depository insti- 
tutions. 2 The Board’s rule allows uninsured branches of foreign 
banks to engage in the same bank permissible activities so that 
they too can better manage risk. 

Q.3. During the financial crisis, the unprecedented use of emer- 
gency lending powers under Section 13(3) of the Federal Reserve 
Act raised important questions about moral hazard in the financial 
sector. In response to these concerns. Section 1101 of the Dodd- 
Frank Act placed important new restrictions on the Federal Re- 
serve’s use of its emergency lending powers. Section 1101(a)(6) re- 
quired the Federal Reserve to write rules “as soon as is practicable 
after the enactment of this subparagraph” establishing policies and 
procedures for emergency lending that implement these restric- 
tions. 

It has been 3 years since Dodd-Frank was enacted but I am not 
aware that any rules have been issued or proposed establishing 
policies and procedures for emergency lending under Section 13(3). 
If any rules implementing the new Dodd-Frank restrictions on 
emergency lending been proposed, can you please provide them to 
my office? If such regulations have not been proposed, what ex- 
plains the failure to issue them “as soon as is practicable” and 
when do you expect these regulations to be issued? 

A.3. The Dodd-Frank Act imposed numerous requirements upon 
the Board for rulemakings, both on its own as well as in consulta- 
tion with other agencies, as well as requirements for process 
changes and development, studies, consultations, and reports. The 
Board has taken its obligations under the Dodd-Frank Act very se- 
riously. As of last month, the Board had completed 27 final 
rulemakings, 12 proposed rulemakings, and 12 studies and reports 
(on its own or jointly with other agencies). The Board has under- 


1 Section 13(14) of the Federal Reserve Act; 12 U.S.C. 347d. 

2 See, 156 Cong. Rec. S5904 (daily ed. July 15, 2010) (statement of Senator Lincoln). 
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taken substantial work both internally and with other agencies 
where required on other Dodd-Frank Act requirements, including 
on the policies and procedures intended to implement the Dodd- 
Frank Act amendments to section 13(3). The Board expects to issue 
a proposal for public comment on the section 13(3) policies and pro- 
cedures shortly. 

Q.4. Given the statutory directive to issue detailed policies and pro- 
cedures restricting 13(3) powers, do you believe that the Federal 
Reserve would be legally authorized to use its emergency lending 
powers in the absence of the mandated regulation? 

A.4. The Dodd-Frank Act made several major changes to the statu- 
tory text of section 13(3). The Board believes that the provisions 
enacted in the Dodd-Frank Act governing its emergency lending 
authority have governed the use of that authority since enactment 
of that act. 


RESPONSES TO WRITTEN QUESTIONS OF SENATOR HEITKAMP 
FROM BEN S. BERNANKE 

Q.l. How are the unpredictability in taxes and regulation that 
businesses face affecting our economic recovery and future growth? 
A.I. Economic research suggests that uncertainty about Federal 
Government policies, including those for taxes and regulation, can 
restrain business investment and hiring, although there is not a 
consensus on the magnitude of these effects. Policy makers can 
help alleviate this uncertainty by putting in place a stable and sus- 
tainable set of policies. It is important that taxes are set in order 
to raise sufficient tax revenue for a given amount of Federal Gov- 
ernment spending and that Federal regulations are set in order to 
achieve key economic and social goals. The decisions made about 
the size and structure of Federal taxes and regulations have impor- 
tant effects on the future performance of the economy. These deci- 
sions entail balancing many factors to implement policies that re- 
flect our values and priorities as a Nation. 

Q.2. How can we improve the development of our future workforce 
to ensure we have the human capital necessary for the economy 
they will enter? 

A.2. The skills and talents of the American workforce are impor- 
tant determinants of the long-run growth potential of the tJ.S. 
economy and of the standard of living of the population. Both to 
promote economic growth and to enhance the well-being of future 
generations, it is important that we provide our young people and 
our future workers more generally with the resources and opportu- 
nities they need to build their human capital and succeed in the 
modern economy. 

A first step toward achieving this goal is to make our education 
system as strong and accessible as possible. If we are to success- 
fully navigate such challenges as the retirement of the baby boom 
generation, technological change, and increasing globalization, we 
must work diligently to maintain the quality of our educational 
system where it is strong and strive to improve it where it is not. 
Our efforts need to focus on all levels of education, from preschool 
on up. And even though higher education currently represents the 
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strongest part of the U.S. educational system, we must find ways 
to move more of our students, especially minorities and students 
from disadvantaged backgrounds, into educational opportunities 
after high school. 

Of course, not everybody should necessarily be pursuing a 4-year 
college degree. Indeed, there are many educational opportunities 
that lie outside the traditional route of a kindergarten-through- 
twelfth-grade education followed by 4 years of college. For example, 
some individuals would be better off looking specifically towards a 
job in an industry where there is an understanding in advance that 
workers are needed with particular sets of skills. For students in- 
terested in that career path, support for focused job-oriented train- 
ing programs such as those offered by many community colleges 
may be helpful. 

A third set of policies relates to those who are already in the 
workforce but need to adapt to a changing economic environment. 
In this regard, policies targeted towards providing those workers 
with the resources they need to upgrade their skills and find new 
jobs can be helpful. For example, community college and other 
adult education programs have been effective in helping workers 
advance their careers, as well as helping those who have lost their 
jobs to obtain new skills that strengthen their qualifications for 
available jobs. Similarly, innovative workforce development pro- 
grams can play an important role in anticipating future job market 
demands, and by helping workers improve their skills to meet the 
requirements of businesses as they adopt more advanced tech- 
nologies. 

Finally, promoting a strong economy that provides job opportuni- 
ties for our future workforce is, of course, critical to the success of 
future generations. In this regard, the Federal Reserve remains 
firmly committed to fulfilling its statutory mandate from the Con- 
gress of promoting maximum employment, stable prices, and mod- 
erate long-term interest rates. 
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SlATEMENT ON LoNCEK-RUN CoALS ANIJ MoNETARV POLICY StRATECY 
simfdud otkciivf^ on Imi-m 29, 2UU 

The Federal Open Market Committee (FOMCl is firmlv’ committed to fulfilling its statutory 
mandate from the Congress of promoting maximum empl»wraem. stable prices, and moderate 
long-term interest rates. The Committee seeks to explain its monetary policy' decisions to the public 
as clearly as possible. Such clarity facilitates well-informed decisioiimakmg by households and 
businesses, reduces economic and financial uncertainty, increases the efiecirveuess of monetary 
policy, and enhances transparency and accountability, which are essential in a democratic society. 

Inflation, employment, and long-term interest rates fluctuate over time in response to economic and 
financial disiurbancea Moreover, monetary policy actions lend to influence economic aaiviiy and 
prices with a lag. Therefore, the Committee’s policy decisions reflect its longer-run goals, its 
medium-term outlook, and its assessments of tlie balance of risks, including risks to the financial 
system that could impede the attainment of the Committee’s goala 

The inflation rate over the longer run is primarily determined by monetary' policy, and hence the 
Committee has the ability to specify a longer-run goal for inflation. The Committee judges that 
inflation at the rate of 2 percent, as measured by the annual change in the price index for personal 
consumption expenditures, is most consistent over the longer run with the Federal Reserves 
statutory mandate. Communicating this inflation goal clearly to the public helps keep longer-term 
inflation expectations firmly anchored, thereby fostering price stability and moderate long-term 
interest rates and enhancing the Committee s ability to promote maximum employment in the face 
of significant economic disturbances. 

The maximum lev'el of employraeiil is Iara;eiy determined by nonmonetary' factors that affect 
the structure and dynamics of the labor market. These factors may change over time and may 
not be directly’ measurable. Coiisequen tly, it would not be appropriate to specify a fixed goal 
for employ’ment; rather, the Committee’s policy decisions must be informed by assessments of 
the maximum level of employment, recognizing that such assessments are necessarily uncertain 
and subject to ro’ision. Tlie Committee considers a wide range of indicators in making these 
assessmenls. Information about Committee participants’ estimates of the longer-run normal rales 
of output growth and unemployment is published four times per year in the FOMC's Summary of 
Economic Projections. For example, in the most recent projections. FOMC participants’ estimates 
of the longer-run normal rate of unemployment had a central tendency of 5.2 percent to 6.0 percent, 
unchanged from one year ago but substanliaify higher than the corresponding interval several years 
earlier. 

In selling monetary policy, the Commiltee seeks to mitigate deviations of inflation from its 
longer-run goal and deviations of employment from the Committee's assessments of its maximum 
level. These objectives are generally complementary. However, under circumstances in wliich the 
Committee judges that the objectives are not complementary, it follows a balanced approach in 
promoting them, takmg into account the magnitude of the deviations and the potentially different 
lime horizons en'er which employmenl and inflation are projected to return to le\'el8 judged 
consistent with its mandate. 

The Committee intends to reaffirm these principles and to make adjustments as appropriate at its 
annual organizational meeting each January. 
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Summary 


Thus far this year, labor market conditions 
have improved further, while consumer price 
inflation has run below ilie Federal Open 
Market Committee's (FOMCi longer-nm 
objective of 2 percent. Gains in payroll 
emplocment since the start of the year have 
averaged about 200,(X)0 jobs per month, and 
various measures of underutilization in labor 
markets have continued to trend down. Even 
so. the unemployment rate, at VA percent 
in June, w’as still well above levels prevailing 
prior to the recent recession and well above 
the levels that FOMC participants think can 
be sustained in the longer term consistent with 
price stabihty. 

Consumer price inflation has slowed this year. 
Over the first five months of the year, the price 
index for personal consumption expenditures 
increased at an annual rale of only Vi percent, 
while the index excluding food and cnergj' 
prices rose at a rate of 1 percent, both down 
from increases of about 116 percent over 
2012. This slowing appears lo owe partly to 
iransiiory factors. Survey measures of longer- 
term inflation expectations have remained in 
the narrow ranges seen over the past several 
years, while market-based measures have 
declined so far this year, reversing their rise 
over the second half of 2012. 

Meanwhile, real gross domestic product 
(GDP) continued lo increase at a moderate 
pace in the first quarter of this year. Available 
indicators suggest that the growth of real GDP 
proceeded at a somcw'hai slower pace in the 
second quarter. Although federal fiscal policy 
is imposing a substantial drag on growth this 
j-ear and export demand is still damped by 
subdued growth in foreign economies, some 
of the other heachvinds that havt weighed on 
the economic recovery have begun to dissipate. 
Against ibis backdrop, a sustained housing 
market recover)- now appears it) be under wav; 
and consumption growth is estimated to have 


held up reasonably well despite the increase in 
taxes earlier this year. 

Credit conditions generally have eased 
further, though they remain relatively tight 
for households with lower credit scores— 
and especially for such households seeking 
mortgage loans. However, beginning in May, 
longer-term interest rates rose significantly 
and asset price volatility increased as investors 
responded to somewhat bciter-than-expected 
economic data as well as Federal Reserve 
communicaiioas about monetary policy. 
Despite their recent moves, interest rates have 
generally remained low by historical standards, 
importantly due to the Federal Reserve s 
highly accommodative monetary policy stance. 

With unemployment still well above normal 
levels and inflation quite low. and with the 
economic recovery anticipated to pick up only 
gradually, the FOMC has continued its highly 
aa'ommodaiive monetary^ policy this year in 
order to support progress toward maximum 
employment and price stability. 

The FOMC kepi its target range for the 
federal funds rale at 0 to V* percent and 
anticipated that this exceptionally low range 
would be appropriate at least as long as the 
uncmplovincni rate remains above 616 percent, 
inflation between one and two years ahead is 
projected to be no more than a half percentage 
point above the Committee’s 2 percent 
longer-run goal, and longer-term inflation 
expectations continue to be well anchored. The 
Committee also stated that when it decides 
to begin to remove policy accommodation, it 
would take a balanced approach consistent 
with its longer-run goals of maximum 
employment and inflation of 2 percent, 

The FOMC also has continued its asset 
purchase program, purchasing additional 
agciKy mortgage-backed securities at a pace 
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of $40 billion per monlh and longer-term 
Treasury securities at a pace of $45 billion per 
month. The Committee has reiterated that 
the purchase program will continue until the 
outlook for the labor market has improved 
substantially in a context of price stability. 

In addition, the FOMC has indicated that 
the size, pace and composition of purchases 
will be adjusted in light of the Committee's 
assessment of the likely efficacy and costs 
of such purchases as well as the extent of 
progress toward its economic objectives. The 
Committee has noted that it is prepared to 
increase or reduce the pace of purchases to 
maintain appropriate policy accommodation 
as the outlook for the labor market or inflation 
changes. 

At the June FO.MC meeting. Committee 
panicipants generally thought it would be 
helpful to provide greater clarity about the 
Committee's approach to decisions about 
its asset purchase program and thereby 
reduce investors’ uncertainty about how the 
Committee might react to futute economic 
development.s. In choosing to provide this 
clarification, the Committee made no changes 
to its approach to monetary policy. Against 
this backdrop. Chairman Bernankc. at his 
postmeeling press conference, described a 
possible path for asset purchases that the 
Committee would anticipate implementing 
if economic conditions evolved in a manner 
broadly consistent with the outcomes the 
Committee saw as most likely. The Chairman 
nolcd that such economic outcomes involved 
contuiued gains in labor markets, supported 
by moderate growlh that picks up over ihe 
ne.xl several quarters, and inflation moving 
back toward its 2 percent objective over lime. 

If the economy were to evolve broadly in line 
wilh the Committee’s expectations, the FOMC 
would moderate the pace of purchases later 
this year and continue to reduce the pace of 


purchases in measured steps until purchases 
ended around the middle of de.xt year at 
which lime the unemployment rate would 
likely be in the vicinity of 7 percent, with 
solid economic growih supponing further 
job gains and inflation moving back toward 
the FOMC’s 2 percent target . In emphasizing 
that the Committee’s policy was in no way 
predetermined, the Chairman noted that 
Ihe pace of asset purchases could increase 
or decrease depending on tile evolution of 
the outlook and its implications for further 
progress in the labor market. The Qiairman 
also drew a strong distinction between the 
asset purchase program and the forward 
guidance regarding the larget for the federal 
funds rate, noting that the Committee 
anticipates that there will be a considerable 
period between the end of asset purchases 
and the time when it becomes appropriate to 
increase the larget for I he feder^ funds rate. 

In conjunction with the mosl recent FOMC 
meeting ui June. Committee participants 
submitted individual economic projections 
undereach participant's judgment of 
appropriate monetary policy. Aaording to 
the Summary of Economic Projections (SEPi. 
Committee partidpanis saw' the downside 
risks to the outlook for ihe economy and 
the labor market as having diminished since 
the fall. (The June SEP is included as Part 3 
of this report.) Committee participants also 
projeaed that, with appropriate monetary 
policy accommodation, economic growih 
would pick up. the unemployment rate would 
gradually decline, and inflation would move 
up over the medium term from recent very low 
readings and subsequently move back toward 
the FOMC’s 2 percent longer-run objective. 
Committee participants saw increases in the 
target for the federal funds rate as being quite 
far in the future, with most e.xpectiilg the first 
increase to occur in 2015 or 201 6. 
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Part 1 

Recent Economic and Financial Developments 

Real economic activity continued to increase at a moderate pace in the lirst quarter of 201 3, though 
available indicators suggest that the pace of economic growth was somewhat slower in the second 
quarter, federal fiscal pdicy is imposing a substantial drag on economic growth this year, and 
subdued growth in foreign economies continues to weigh on export demand. However, some other 
headwinds have diminished, and interest rales, despite recent increases, have generally remained loiv 
by historical standards, importantly due to the ongoing monetary accommodation provided by the 
Meral Open Market Committee I fOMC). A sustained housing market recovery appears to be under 
way, and, despite the increase in taxes earlier this year, consumption groMh is estimated to have held 
up reasonably well, supported by higher equity and home prices, more-upbeat consumer sentiment, 
and the improving jobs situation. Payroll employment has continued to rise at a moderate pace, and 
various measures of underutilization in labor markets have improved further. But, at 7’/i percent 
in fune, the unemployment rate was still well above levels ptevailing prior to the recent recession. 
Meanwhile, consumer price Inflation has slaved further this year, in part because of falling energy 
and import prices and other factors that are expected to prove transitory, and it remains below the 
fOMC's longer-run objective of 2 percent. Survey measuies of longer-term inflation expectations have 
remained in the fairly narrav ranges seen over the past several years. 

Domestic Deve/opme/ifs 

Economic growth continued at a moderate 
pace early this year 

Ouipui appears to hat-e risen further in the first 
half of 2013 despite the substantial drag on 
economic growtli from federal fiscal policy this 
year and the restraint on export demand from 
subdued foreign growth. Real gross domestic 
product IGDP) increased at an estimated 
annual rate of 134 percent in the first quarter 
of the year (figure 1). the same as the average 
pace in 2012, though atailable indicators point 
at present to a somewhat smaller gain in the 
second quartet. Eiconomic activity so far this 
year has been supported by the continued 
expansion in demand by U.S. households 
and businesses, including what appears to be 
a sustained recovery in the housing market. 

Private demand has been bolstered by the 
historically low interest rates and rising 
prices of houses and other assets, partly 
associated with the FOMC's continued policy 
aa'ommodation. 

In addition, some of the other headwinds that 
have held back the economy in recent years have 
dissipaicd further. Risks of heightened financial 
stresses in Europe appear to have diminished 
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sotncMtet, consumer confidence has improved 
noticeably, and credit condilions in the United 
States generally hare eased. Nonetheless, tight 
credit conditions for some households are still 
likely restraining residential investment and 
consumer spending, and uncertainty about 
the foreign outlook continues to represent a 
downside risk for US. financial markets and for 
sales abroad, 

Condilions in the labor inarkel have 
continued to improve . . . 

The labor market has continued to improre 
gradually. Gains in payroll employment 
averaged about 200, 000 jobs per month over 
the first half of 2013, slightly above the avwage 
increase in each of the previous two years 
(figure 2). Tile combination of this years 
output and employment increases imply that 
gams in labor productivity have remained slow. 
According to the latest published data, output 
per hour in the nonfarm business sector rose 
at an annual rate of only W percent in the first 
quarter of 2013, similar to its average pace in 
both 2011 and 2012 (figure 3|. 

Meanwhile, the unemployment rate declined 
to 7'/; percent in Ihc second quarter of this 
year from around 814 percent a year earlier. 

A variety of alternatire, broader measures of 
labor force underutilization have also improved 
over the past year, roughly in line with the 
official unemployment rate (figuted). 

Wliilc the unemployment rate and total payroll 
employment have improved further, the labor 
force participation rate has continued to decline 
on balance. As a result, the employmcm- 
pupulallon ratio, a measure that combines 
the unemployment rate and labor force 
participation rate, has changed little so far Ihis 
year, To an iraportam extent, the decline in 
the participation rate likely refla'ls changing 
demographics— most notably the increasing 
share in the population of older persons, 
who have lower-thau-average participation 
rates— that would have occurred regardless 
of the strength of the labor markel. However, 
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il is also likely that some of ihc decline in the 
participalioi] rate reflects an increase in the 
number of workers who have slopped looking 
for wrk because of poor job prospects.’ 

. » . but considerable slack in labor 
markets remains . . . 

Although labor market conditions have 
impro^td moderately so far this year, the 
job market remains weak owrall. The 
unemployment rate and other measures of 


I. As was discussed in ilie box “Assessing Conditions 
in the Labor Market” in the February 201 3 Mon^iary 
Policy Rtyon, the unemployment rate typically prwides 
a very good summary of labor market conditions; 
bowevec other indicators also provide important 
perspectives on the health of the labor market, with the 
most accurate assesanent of labor market conditions 
obtained by combining the signals from many sudi 
indicators. Rjr the box, see Board of Governors of the 
Federal Resenc System 1 2013), Moiidar)' Podc)' Repon 
(Washington; Board of Governors. February), 
ww’w.federaliescrve.govimonclary policy/ 
mpr_201 30226_partl Jjtm. 


labor underutilization are still mil above their 
pre-recession levels, despite payroll employmem 
having now expanded by nearly 7 million jobs 
since its ra-ent trough and the unemployment 
rate having fallen IVi percentage points since 
its peak. Moreover, unemployment has been 
unusually concentrated among the long-term 
unemployed: in June the fraction of the 
unemployed who had been out of work for 
more than six months remained greater than 
one-third, althougli this share has continued to 
edge down (figure 5). In addition, last month, 

8 million people or 5 percent of the workforce, 
were working part time because they were 
unable to find full-time work due to economic 
conditions. 

... and gains in compensation have been 
slow 

Increa-ses in hourly compensation continue 
to be restrained by the weak condition of the 
labor market. The 12-monih change in the 
employment cost index for private industry 
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workers, which measures both wages and the 
cost to emplov’ers of providing benefits, has 
remained close to 2 percent throughout most 
of the recover)’ (figure 6). Compensation 
per hour in the nonfarm business sector— a 
measure derived from the labor compensation 
data in the national income and product 
accounts— rose 2 percent o^'er the year ending 
in the first quarter of 2013. Similarly, average 
hourly eamingi for all employees— the 
timeliest measure of wage developments- 
increased 2% percent in nominal terms owr the 
12 months ending in June. Even with relatively 
slow productivity gains, the change in unit labor 
costs faced by firms— an estimate of the extent 
to which nominal hourly compensation rises 
in excess of laKvr productivity'— has remained 
subdued. 

Consumer price inflation has been 
especially low . , . 

The price index for personal consumption 
expenditures (K-E) increased at an annual 
rate of just VS percent over the first five mouths 
of ilie year, down from a rise of I’/z percent 
over 2012 and below the FOMCs long-run 
objective of 2 percent (figure 7). The very low 
rate of inflation so far this year partly reflects 
declines in a^asumer energy prices, but price 
inflation for other consumer goods and services 
has also been subdued. Consumer food prices 
have remained largely unchanged so far ibis 
year, and consumer prices excluding food and 
energy increased at an annual rate of 1 percent 
in the first fiv’e months of this year after rising 
V/t percent over 2012. With wages growing 
slowly and materials prices flat or moving 
downward, firms have generally not faced cost 
pressures that they mi^l otherwise try to pass 
on. 

. . . as some transitory factors weighed on 
prices . . . 

In addition to the decline in energy' prices, this 
year's especially low inflation reflects, in pan, 
other special factors that are expected to be 
transitory. Notably, increases in both medical 
services prices and the nonmarket component 
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of PCE prices liavt been unusually low. Wiik 
the average rale of medical-price inflation 
as measured by the FtT: index has been 
considerably lower during the past few years 
than it was earlier, the increase oxer the first 
five months of 2013— at below V5 percent- has 
been e.xiraordinarily muted, largely reflecting 
the eflecB on medical serxices prices of cuts 
in Medicare reimbursements associated with 
federal budget sequestration. (In contrast, 
medical serxices prices in the consumer price 
index (CPI), which exclude most Medicare 
payments, haxe risen at an annual rale of nearly 
2 percent so far this year.) Because medicTtl 
services have a relatively large weight in K'E 
expenditures (as the K'E price index reflects 
payments by all pavers, not just out-of-pocket 
expenses as in the CPI I, price changes in this 
component of spending can have a sizable elTect 
on top-line KE inflation. 

The nonmarket KE price index covers 
.spending components for which market prices 
are not observed, such as financial .services 
rendered without explicit charge: as a result, the 
Bureau of Economic Analysis imputes prices 
for those items. Overall, this nonmarket index 
declined early this year before moving up again 
in recent months; however, these prices tend to 
be volatile and appear to contain little signal for 
future inflation. 

. . and as oil and other commodity prices 
declined . • 

Global oil prices have come down, on net. from 
their February peak of nearly $120 per barrel, 
though in recent weeks they have increased 
somewhat from their spring lows to almost 
$1 10 pet barrel (figure 8). Tensions in ibe 
Middle East have likely continued to put 
upward pressures on crude oil prices, but those 
pressures have been mitigated by concerns 
about the strength of oil demand in China 
and the rest of emerging Asia and by rising 
oil production in North America, Nonfuel 
commodity prices have eased since the 
beginning of the year, also reflecting slowing 
economic growth in emerging Asia. Notably, the 


7 Guuge m tbc chain-type price index for personal 
coosinnptinn expenditures. 2007-13 
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9 . Median infladoD expertadons. 2001-13 
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price of iron ore. widely \icwcd as an indicator 
of Chinese demand for commodities has fallen 
roughly 20 percent since early January. Along 
with falling commodity prices, prices of non- 
oil imported goods declined in the first half of 
2013, also likely holding down domestic price 
increases this year. 

... but longer-term inflation expectations 
remained in their historical range 

The Federal Resene monitors the public’s 
expectations of inflaiion. in pan becau.se these 
expectations may influence wage- and price- 
setiing beharior and ihus actual inflaiion. 
Surxey-based measures of longer-term inflaiion 
expectations ha-e changed little, on net, so far 
this year. Median expecied inflation over ihe 
next 5 to 10 years, as reported in Ihe Tliomson 
RcutersA-'nivetsity of Michigan Surveys of 
Consumers (Michigan surxey), was 2.9 percent 
in early July, within the narrow range of 
the past decade (figure 9).’ In the Survey of 
Professional Forecasters, conducted by the 
Federal Reserve Bank of Philadelphia, the 
median expectation for the increase in ihe PCF, 
price Index over the ne.xl 10 years wus 2 percent 
in ihe second quarter of this year, similar to its 
level in recent years 

.Measures of medium- and longer-icnn inflation 
compensation derived from Ihe diflerences 
between yields on nominal and inflaiion- 
prolectcd Treasury securities have declined 
between '/< and 'A percentage poini so far this 
year (figure 10), Nonetheless these measures 
of inflaiion compensation also remain wiiliin 
their respective ranges observed over the past 
several years as the recent declines reversed 
the rise over the second half of Iasi year. In 
general, movemenis in inflation compeasalion 
can reflect not only market participants' 
expa'tatioas of future inflation but also changes 
in investor risk aversion and fluctuations in ihc 
relative liquidity of nominal versus inflation- 
protected securities: the recent declines in 
inflation compensalion may have been amplified 


2. Tke question io the Midiigao survey asks about 
luflatiou geiieraliy but does not reier to any spedlic price 
index. 
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by a reduction in demand for Treasury mfiaiion- 
proiecied securities amid increased volatility in 
fixed-income markets. 

Fiscal consolidation has quickened, 
leading to stronger headwinds but smaller 
deficits 

Fiscal policy at the federal Icwl has lightened 
signilicanily this year. As discussed in the box 
“^onotnic Efiecis of Federal Fiscal Policy." 
fiscal policy changes— including the expiration 
of the payroll tax cut. the cnacimem of other 
tax increases, the effects of the budget caps 
on discretionary spending, the onset of ihe 
sequestration, and the declines in defense 
spending for overseas military operalioos- 
are estimated, collectively, to be e.xertmg a 
substantial drag on economic activity this year. 
Even prior to the bulk of the spending cuts 
associated with the sequestration that started in 
March, total real federal purchases contracted 
at an annual rale of nearly 9 percent in the 
first quarter, reflecting primarily a significant 
decline in defense spending (figure 1 1), The 
sequestration will induce further reductions 
in real federal ex-penditurcs over the next few 
quarters. For example, many federal agencies 
have announced plans to furlough workers, 
especially in the third quaner. However, 
conaderablc uncertainty continues to surround 
the timing of these effects 

These fiscal policy changes— along with the 
ongoing economic recovery and positive net 
pavinenis to the Treasury by Fannie Mae and 
Freddie Mac- have resulted in a narrower 
federal deficit this year. Nominal cutis's have 
declined substantially as a share of GDP since 
their peak during the previous recession, and 
tax receipts have moved up to about 17 percent 
of GDP. their highest level since the recession 
(figure 12). As a result, the deficit in the federal 
unified budget fell to about S500 billion over 
the first nine months of the current fiscal 
year, almost $400 billion less than over the 
same penod a year earlier. Accordingly, the 
Congre:«?ional Budget Office projects tliai llie 
budget deficit for fiscal year 20 1 3 as a whole will 
be 4 percent of GDP markedly narrower than 
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Economic Effects of Federal Fiscal Policy 


Federal fisal poifcy has ftad important effects on 
the pace of economic growth in recent years. One 
useful indiator of the stance of fiscal policy is the 
structural component of the federal budget deficit 
The structural deficit excludes the cyclical part of 
the deficit— that is, changes in govemmwit revenues 
and expenditures that occur automatically over the 
business cycle. (It also occludes the budgetary effects 
of financial stabilization prugrants.'Khangesin 


I , Financial stabilizaiion programs include ihe Troubled 
Asset Relief Program (TARf^, tf^ conservatorship of 
Fannie Mae and Freddie Mac, and depi»il insurance. 
These prograrns aie excluded from the stnictural deficit 
because, although the programs helped stabilize financial 
markeis and alleviate (he crisis, neither their budgetary 
nor their economic effects are well captured in the deficit 
frgure^ owing in part to the accounting procedures used 


A. Total and structural Tederal budget deficit, I9SO-20I8 


the structural deficit mainly result from fiscal poUcy 
actions; Expansionary fiscal policies that can boost 
near temi economic gravtb generate inaeases in the 
structural deficit, whereas contractionary policies lhat 
can temporarily restrain growth generate reductions 
in the structural deficiL 

The evolution of one measure of Ihe structural 
deficit is shown by the blue line in f^ure A.^ During 


to score these programs in tire budget For example, in 
the case of iheTARP, the but^ scores the estimated net 
subsidy cost of the program tadjusied for market risk) as an 
outlay. Reassessments ^ the subsidy cost have ted to large 
fluctuations in TARP lefaied outlays from year to rear that 
do not reflect changes in policy. 

i. The svuctural defiril used here is consmicted based on 
estimates by the Congressional Budget Office. For estinuies 
of the cyclical component of the deftcii, see Congressional 
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tfie recession and early in the recovery, federal 
fiscal policy was quite expansionary, as indirate<l 
by the widening of the structural defrcit from 
1 percent of gross domestic producKCDPj In 
fiscal year 2007 to 7 percent in fiscal 201 0. The 
lax cuts and federal spetxiing increases put in 
place by the Economic Stimulus Act of 2008; the 
American Recovery and Reinvestment ,Act of 2(>09; 
and the Tax Reli^, Unemployrrrent Insurance 
Reauthorization, and |ob Creation Act of 201 0 
were the primary policy changes contributing to the 
inaease in the structural deOcit over this period.’ In 
addition, the so-called autorretic stabilizers caused 
the total delidt to be wider tiran the structural 
deficit Starting in 201 1, however, fiscal policy 
transitioned from expansionary to contractionary 
as the structural deficit began to narrow. The 
narrowing intensified somewhat last year as the 
structural deficit decreased from 6Y4 percent of 
COP in 201 1 to 4V( peicenl of COP in 201 2; As 
some terr^rary sb'mulus-related policies e5q>ired, 
federal policymakers shilled to deficit-reduction 
efforts with the enactment of the Budget Control 
Act of 201 1, and spending on overseas rilltary 
operations contirrued to deaease. 


Budget Office (201 3), The [ihcis 0/ Automatic Srabi/irec 
on (he hdetz! Bud^ as of.\( fi tW^ngion; CBO, 
Maidi), available at ww«v.cbo.gov1>ubiicatjoiv43977, 
For projections of the total deficii, and of UanMClions 
related 10 financial stabilization programs, for fiscal 
years 2013-18, seeCoitgress'ional 8u(]ge( 0llfice(2013;, 
l^pdated Bodgei ProjeciiNK: fiscal Hun 20U lo X23 
(Wasbiitgton: GO. May], available aiwwwxbo^/ 
publicadon'44172. 

3. Several supplemental appropriatkins bills enacted 
during this period also contribute to the increase in (he 
stnictural deficic 


This year, the structural delidt is expected 
lodedinea furtfier 2V< percent of GDP. This 
laige decrease reflects the expiration of the 
tem|X)rary payroll tax cut and the enactment of 
some income lax increases, as well as significant 
restraint on government expenditures from (he 
budgd caps on discreb'onary spending specified 
in the Budget Control Act the onset of the 
spending sequestration, and further declines in 
defeise spending for overseas operations. The 
Congressional Budget Office estimated that the 
defidt-reduclion polides in current law generating 
die I't* percentage point narrowing in the stnictural 
defldtwill also restrain the pace of real (jDP 
growth by 1 W percentage pennb this calendar year, 
relative lo what It would have been otfierwise.* 
Under current law, fiscal policy is slated during 
the next couple of years to continue restraining 
economic growth, albeit to a diminishing extent 
romparexi with the current year, as the structural 
deficil shrink further but at a siowring pace. 

Decile the substantial near term narrowing 
of the structural deficit, the federal government 
continues to face significant longer-lemi fiscal 
pressures. Indeed, under current policies, the 
structural deficit is projected to begin rising again 
later in this decade, in large part r^ecting the 
budgetary effects of population aging and rising 
health-care costs, along with mounting debt service 
paymenU. 


4. See Congressional Budget Office I2(il 3), fbe Sudgef 
»td Economic OutkxxL: fiscal Veais 2013 (o 2023 
(Washington: CBO, February), available at wwwd>ogov( 
publiaiioiv'43907. 
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13. Federal govemiuenl deb) held by tbe public. 1963-2U13 
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Ik dcliai of 7 ferceni of GDP in fiscal 2012, In 
addition, as shora in box figure A. the deficit is 
projected lo narrow further over the next couple 
of wars in light of ongoing policy actions 
and comimied improvement in the economy 
Despite the substantial decline in the deficit, 
federal debt held by the public has continued to 
rise and stood at 75 percent of nominal GDP in 
the first quarter of 2013 (figure 13). 

At the state and local level as well, tbe 
strengthening economy has helped foster a 
gradual improvement in the budget silualiom 
of most jurisdictions In the first quarter of 
2013, state tax receipts came in 9 percent 
higher than a year earlier. (Some of the recent 
strength in receipts though, likely reflects tax 
payments on income that was shifted into 
2012 in anticipation of higher federal lax rates 
this year.) Consistent with improving sector 
finances, slates and municipalities ate no longer 
reducing their workforces: employment in 
the nonfederal government seaor edged up 
over the first half of the year after contracting 
only slightly in 2012. However, construction 
expenditures by these governments have 
declined significantly further this year. In all. 
real govemmeni purchases at the state and local 
level deaeased in ihe first quarter and have 
imposed a drag on the pace of economic growth 
so far this year. 

The housing market recovery continued lo 
gain traction . . . 

Activity in the housing market has coniinued to 
strengthen, supported by low mortgage rates, 
sustained job gains and improved sentiment on 
the pan of potential buyers. In ibc Michigan 
survey, many households teporl that low 
interest rates and house prices make it a good 
lime to buy a home; a growing percentage of 
resfwndcnts also expect that house price gains 
will continue, Reflcciing ihe improving demand 
conditions sales of both new and existing 
homes have continued to move up. on net, this 
year. Construction of new housing units has 
also trended up over the past year(figure 14), 
contributing to solid rates of increase in real 
residential investment in the first half of 2013. 
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Even so. ihe level of conslruction activity 
remains low by historical standards. The steep 
rise in mortgage interest rates since May could 
temper the pace of home sales and construction 
going forward, though the pace of purchase 
mortgage applications so far has shown no 
material signs of slowing, even as the pace of 
rehnancing applications has tailed off sharply. 

The strengthening in housing demand has 
occurred despite the fact that mortgage credit 
remains limited for borrowers without excellent 
credit scores or the ability to make sizable down 
payments Responses to special queslions in 
the Federal Reserve’s April Senior Loan Officer 
Opinion Survey on Bank Lending Practices 
iSLOOSi suggested that some banks had 
actually tightened standards over the past year 
on some loans that are eligible for purchase 
by the govemmeffl-sponsored enterprises and 
loans guaranteed by the Federal Housing 
Administration, specifically Ibose to borrowers 
with credit scores below 620 and with low down 
payments. Indeed, only about 10 percent of new 
prime mortgage originations made this spring 
were reported to be associated with FICO 
scores below 690. compared with a quarter of 
originations in 2005 (figure 15). 

... as house prices rose further 

House prices, as measured by several national 
indexes, have increased significantly further 
since the end of last year (figure 16). In 
particular, the CoreLogic repeat-sales index 
rose about 7 percent (not at an annual rate) 
over the first five momhsof2013to reach 
its highest level since the third quarter of 
2008. Some of the largest recent gains have 
occurred where the housing market has been 
most severely depressed. Recent increa.ses 
notwithstanding, house prices remain far below 
the peaks reached before the recession, and 
the national price-lo-rent ratio continues lo be 
near its long-run average. Still, the increase in 
house prices has helped to materially reduce the 
number of '‘underwater” mortgages and made 
households somewhat less likely to defanit on 
their mortgages 
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t5. Credit scores on new prime mortgages, 2003-13 
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17. Mortgage lotcresl rate and mortage refinance 
index, lWO-2013 
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Mortgage interest rates increased but 
remained low by historical standards 

Mortgage interest rates have increased 
stgnificaotiy in the past couple of months 
from record lows reached earlier this year 
(figure 17). However, rales are still low by 
historical standards, reflecting in part the 
Federal Reserve’s ongoing purchases of 
mortgage-backed securities (MBS ) and highly 
accommodative overall stance of monetary 
policy. The spread between rales on conforming 
mortgages and yields on agency-guaranteed 
MBS has decreased slightly since the end of 
2012 . 

Low mortgage rates, along with rising house 
prices continued to I'acihtale a significant pace 
of refinancing for most of the first half of 2013. 
which has helped households reduce monthly 
debt service payments However, refinancing 
remained difficult for households without solid 
credit ratings and those with limited home 
equity. Moreover, as mortgage rates moved 
higher, refinancing activity began to decrease 
sharply in May. 

Consumer spending has held up despite 
the drag from tax increases early this year 

Real coiis-umptioii expenditures rose at an 
annual rate of about 2 percent over the first five 
months of this year, about the same as in the 
previous two years (figure 18). These increases 
have occurred despite higher taxes and have 
been supported by several factors The gains 
this year in house prices and equity values have 
helped hoviseholds recover some of the wealth 
lost during the recession; indeed, the ratio of 
household net wealth to income is estimated 
to have moved up sharply in the first quarter 
(figure 19). In recent months, indicators of 
consumer sentiment have become more upbeat 
as well (figure 201. Furthermore, in contrast 
to mortgage rates, interest rales on auto loans 
and credit cards have changed little, on balance, 
since the end of 2012. With imerest rates low, 
the household debt service ratio— the ratio 
of required principal and interest pavinents 
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on outstanding household debt to disposable 
personal income— remained near historical 
Lin'S (figure 21). 

In addition, real disposable personal income 
has increased slightly, on balance, over the past 
year, as moderate gains in employment and 
wages have more than offset the implications 
for income of changes in tat policy' .\nd 
household purchasing power has been 
supported so far this year by low consumer 
price inflation. On balance, moderate increases 
in spending have outpaced disposable income 
growth, pushing the personal saving rate down 
to around 3 percent in recent months, dose 
to the level that prevailed before the recession 
(figure 22). 

The financial conditions of households 
continued to improve slowly 

Although mortgage debt continued to 
contract amid still-tight credit conditions for 
some borrowers, consumer credit e.\panded 
at an annual rate of about 6 percent in the 
first quarter of 2013. Student loans, the vast 
majority of which are guaranteed or originated 
by the federal government and subject to 
minimal underwriting criteria, ate estimated 
to have increased rapidly and now total neatly 
$1 trillion, making them the largest category of 
consumer indebtedness outside of mortgages. 
Auto loans ate also estimated to have increased 
at a robust pace. Stable collateral values and 
favorable conditions in the asset-backed 
securities market may have contributed to 
easier standards for such loans. In contrast, 
revolving consumer credit (primarily credit 
card lending) was little changed in the first 


3. The income data have been quite volatile in recent 
months, reflecting boflt direct and indirect elTects of 
the changes in tax pdic)' this year. Pen^onal income is 
reported to have surged late laitt year and then fallen 
back sharjjy eady this year, as many tirms apparently 
shilled dividend and employee bonus payments into 2012 
ill anticipation of higher marginal ta.x rates for high- 
income households this year. In addihnn, the rise in the 
pavTOll tax rate and a surge in personal income taxes 
at the beginning of the year pushed down disposable 
personal income in the iirst quarter. 
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quaner, and standards and terms on credit 
card loans appeared to remain light. especiaUy 
for consumers with less-lhan-pnstine credit 
histories For instance, spreads of interest rales 
on credit card loans over reference interest 
rates remained historically wide, Consequently, 
credit card debt extended to consumers with 
prime credit scores remained well below its pre- 
crisis levels, while debt e.xtended to those with 
subprime credit scores— that is, Equifax Risk 
Scores below 660— continued to trend down 
(figure 23). 

According to the most recent available data 
indicators of distress for most types of 
household debt have declined since the end 
of 201 2. For home mongages. for example, 
the fraction of current mortgages ba'oming 
30 or more days delinquent has now reached 
reiaiivdy low levels as a result of strict 
underwriting conditions for new mongages as 
well as improved conditions in housing and 
labor markets. Measures of laic-stage mortgage 
delinquency, such as the inventory' of properties 
in foreclosure, also improved but remained 
elevated. Delinquency' rales on student loans 
also remained higli. likely reflecting in part the 
lack of underwriting on the federally backed 
loans that make up the bulk of the student 
loans outstanding. 

The financial conditions of nonfinancial 
firms continued to be strong . . . 

In the first quarter, the aggregate ratio of liquid 
to total assets for nonfinancial firms licked up 
and remained near its highest level in 20 years, 
while the aggregate ratio of debt to assets 
was still well below its average over the same 
period (figure 24). Strong balance sheets, in 
turn, have contributed to solid credit quality: 
Bond default rates, as of June, stayed low by 
historical standards, and the delinquency' rate 
on commercial and industrial (C«S^ i loans 
continued to fall in the first quarter from 
already low levels. Howevec over the first 
half of the year, the volume of nonfinancial 
corporate bonds that were upgraded tw 
Moody’s Investors Service w’as less than the 
volume downgraded. 
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. . and corporate bond and loan issuance 
remained robust 

With corporate credit quality strong and 
interest rales near historically low levels 
through much of the first half of 2013 
Ihgure 25,1. nonfinancial firms continued to 
raise funds, especially using longer-duraiion 
instruments The pace of bond issuance 
by both investment- and speculative-grade 
nonfinancial firms remained extraordinarily 
brisk until interest rates rose significantly in 
May. while nonfinancial commercial paper (CP) 
outstanding was little changed (figure 26). C&I 
loans outstanding at commercial banks in the 
United States continued to e.xpand during the 
first half of 2013 but at aslower pace than in 
the second half of 2012, when firms reportedly 
ramped up their C&l borrowing in part to make 
larger-than-usual dividend and bonus payments 
in advance of anticipated year-end tax hikes. A 
relatively large fraction of respondents to the 
April SLOGS indicated that, over the preceding 
three months, they had eased standards 
and pricing terms for G&l loans to firms of 
all sizes Meanwhile, issuance of leveraged 
loans extended by nonbank institutions in 
the syndicated loan market was very elevated 
(figure 27,1, boosted by strong investor demand 
for these floating-rate instruments manifested 
through inflows to loan mutual funds and 
rapid growth of newly established collateralized 
loan obhgations More than twxi-thiids of the 
proceeds from such syndicated loan issuance, 
however, were reportedly used to repay e.xisting 
debt. 

Borrowing conditions for small businesses 
improved, though demand for credit 
remained subdued 

Some indicators of borrowing conditions for 
small businesses haw improved since the end 
of 2012. According to the surveys conduaed 
by the National Federation of Independent 
Business (TnIFIB) during the first half of 
2013. the fraction of small buanesses that 
found credit more difficult to obtain than 
three months prior declined on net. Rcecni 
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readings from the Federal Reserves Survey of 
Terms of Business Lending indicate that the 
spreads charged by commercial banks on newly 
originated C&l loans with original amounts less 
than $1 million— a large share of which likely 
consist of loans to small businesses— continued 
to edge down, though they remained elevated.* 
However, demand for credit from small firms 
apparently remained subdued compared with 
demand from large and middle-market firms. 
Relatively large fractions of respondents in 
recent NFIB surveys indicated that they did 
not have any borrowing needs and the total 
dollar volume of business loans with original 
amounts of SI million or less outstanding at 
U.S. commercial banks was little changed in Ihe 
first quarter. 

However, business spending on capital 
investment has been rising al only a 
modest pace 

Despite the large amount of business 
borrowing, businesses' capital investment has 
been rising only modestly. Real spending on 
equipment and software lE&S) increased at an 
annual rate of 4 percent in the first quarter after 
having risen at a similar, below-average pace 
in 2012 fiigure 281; tlicsc increases likely reflect 
the tepid growth in business output over Ihe 
past year. Shipments and orders of nondefensc 
capital goods and other forward-looking 
indicators of business spendmg are consistent 
with further moderate gains in E&S spending in 
the spring and summer of this year. 

Business investment in structures has also been 
lelativelyiowso far this year, even apart fromasharp 
dropolf in expenditures on wind-power facilities 
Ibllotting a tax-related burst of construction late Iasi 
year. Tile level of investment in drilling and mining 
stmetmes has si ayed elevated, supporkd by high oil 
pnee and Ihe continued exploitalion of new drilling 
technologies However, investment in nonrcsidential 
hiildings continues to he restrained by high vacancy 


4. Daia releases for the Surve)’ of Terms of Busioess 
Leodieg are available on the Federal Reserve Board's 
wehsite at www.redera]reserve.gov'/releases/e2/ 
defadtditm. 
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rates lor eoiting properties, lew commercial teal 
estate ICRE) prices and tight financing couditiotis 
fornewconsttxiction. Indeed hanks' holdings of 
constniction and land development loans have 
contracted everv’ quarter since the first half of 2108. 

Despite weak fundaniemals conditions in 
markets for CRE financing appeared to loosen 
somewhat. A moderate fraction of banb in 
the April SLOGS again reported having eased 
their lending standards on CRE loans, while a 
somcwtai larger fraction continued to report 
some increase in demand for these loans. In 
addition, the pace of issuance of commercial 
mortgage-backed securities has stepped up. on 
balance, this year, but it remained well below its 
peak reached" in 2(107 (figure 29). 

Foreign trade has been relatively weak 

Export demand which provided substantial 
support to domestic activity earlier in the 
recovery, has weakened since the middle 
of 201 Z partly reflecting subdued foreign 
economic activity. Real exports of goods and 
services declined al an annual rate of 1 percent 
in the firet quarter of 20 13 ( figure 30), though 
data for the first two months of the second 
quarter suggest that they rebounded. Exports to 
Japan have been particularly weak, but those to 
Canada continue to rise. 

Real imports of goods and services edged down 
in the first quarter after falling substantially 
in the fourth quarter of 2012. Data for April 
and May STiggcst that imports recovered at a 
mvxieratc pace in the second quarter. Although 
imports of non-oil goods and services rose, 
imports of oil declined further as U.S. oil 
production continued its climb of recent years. 

Altogether, net exports were a neutral influence 
on the growih of real GDP in the first quarter 
of 2013, and partial data suggest that the same 
was the case in the seewnd quarter. 

The current account deficit remained al about 
2‘A percent of GDP in the fits quarter of 201 3 
(figure 31), a level little changed since 2009. 


29. (Iimnnercra) mortgag&'backed securities 
issuance. 2006-13 
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The current account deficit had narrottwJ 
substantially in late 2008 and early 2009 when 
U.S. imports dropped sharply, in part reflecting 
the steep decline in oil prices. 

In the litst quarter of 2013. the current account 
deficit continued to be financed by strong 
financial inflows, mostly from purchases of 
Treasury securities by both foreign official 
and foreign private investors (figure 32). 
Consistent with continued improvement in 
market sentiment. U.S. investors made further 
strong purchases of foreign securities, especially 
equities. 

National saving is very low 

Net national saving— that is. the saving of U.S. 
households, businesses, and governments, net 
of depreciation charges— remains onremely 
low by historical standards (figure 33). In the 
first quaner of 2013, net national saving was 
1 percent of nominal GDP. up from figures 
that averaged around zero over the past few 
years. As discussed earlier, the near-term federal 
deficit his narrowed because of fiscal policy 
dianges and the economic recovery, and further 
declines in the federal budget deficit over the 
next few years should boost national saving 
somewhat. With the economy still weak and 
demand for irn'tstable funds limited, the low 
level of national saving is not constraining 
growth or leading to higher interest rates 
However, if low levels of national saving 
persist over the longer run. they will likely 
be associated with both low rates of capital 
formation and heavy borrowing from abroad, 
limiting the rise in the standard of living for 
U.S. residents over time. 


Financial Develofmenls 

The expected path for Ihe federal funds 
rale in 2014 and 201S steepened ... 

■Market-based measures of the expected 
future path of the federal funds rate moved 
higher over the first half of the year, as 
investors responded to somewhat better-than- 
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expected mconimg economic data and to 
communications from Federal Reserve officials 
that were seen as suggesting a tighter stance 
of monetary pob'ey than had been anticipated. 
The modal patli of the federal funds rate— that 
is. the values for future federal funds rates 
thai market participants see as most likely- 
derived from interest rate options shifted up 
considerably, especially around the June FOMC 
meeting, suggesting that investors may now 
expect the target funds rate to lift oil' from its 
current range significantly earlier than they 
expected at the end of 2012, However, a part of 
this increase may have reflected a rise in term 
premiums associated with increased uncertainty 
about the monetary policy outlook. According 
to a survey of primary dealers conducted 
shortly after the June FOMC meeting by the 
Open Market Desk at the Federal Reserve Bank 
of New York, dealers’ expectations of the dale 
of liftofl' have moved up one quarter since the 
end of last year, to the second quarter of 2015.’ 

. . . while yields on longer-term securities 
increased sigitificantly but remaiited low 
by historical standards 

Reflecting the same factors, yields on longer- 
term Treasury securities and agency MBS arc 
also substantially higher now than they were 
at the end of last year (figures 34 and 35). The 
rise in longer-term yields appears to have been 
amplified by a pullback from duration risk 
as well as technical factors, including rapid 
changes in trading strategies and positions that 
had been predicated on the continuation of very 
low rates and volatility On balance, yields on 
5-. 10-. and 30-ycar nominal Treasury securities 
have increased between 65 and 85 basis 
points on net, to 154 percent. 254 percenl, and 
354 percent, respectively, since the end of last 
year. 

Yields on 30-year agency MBS increased mote 
than those on Treasury securities, rising about 


5. The resulLe of the survey of primary dealers are 
available on the Federal Reserve Bank of New York’s 
website at www.newyorkfed.oiY/markcla/ 
primEuydealer_snrvey_(]uestionshtin]. 
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l'/< percentage points, on net, since the end of 
2012. to about V/i percent. Agency .MBS yields 
also rose significantly more than the yields on 
comparable nominal Treasury sa’urities after 
adjusting for the elTecis of higlicr interest rates 
on the likelihood that borrowers will prepay their 
mortgages I the option-adjusted spread), likely 
rcftaing inveslots' reassessment of the outlook 
for the Federal Reserse’s MBS purchases as well 
as subsequent market dynamics 


Nonetheless, yields on longer-term securities 
continue to be low by historical standards. 
Those low levels reflect several factors, 
including subdued inflation expectations as well 
as still-modest economic growth prospects in 
the United States and other major developed 
economies In addition, despite their recent 
rise, term premiums— the extra return investors 
expect to obtain from holding longer-term 
securities as opposed to holding and roiling 
over a sequence of shon-term securities for the 
same period— remain small, reflecting both the 
FOMCs ongoing large-scale asset purchase 
program and strong demand for longer-term 
securities from global investors 
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iDdicaiors of market funciioDing in both 
the Treasury and agency MBS markets wre 
generally solid over the firsl half of the year. 

In particuiat the Desk’s outright purchases 
of Treasury securities and agency' MBS did 
not appear to have a material adverse effect 
on liquidity in those markets. For example, 
available data suggest bid-asked spreads in 
Treasury and agency MBS markets «iatinued 
to be in line with recent averages, though some 
widening has been observed of late amid 
increased market voiaiiiiiy. In the Treasury 
market, auctions generally continued to be 
well received by investors. In the agency MBS 
market, settlement fails remained low. and 
implied financing rates in the "dollar roO'" 
market— an indicator of the scarcity of agencj' 
MBS for seiilemem— have drifted up over the 
past six months, indicating reduced settlement 
pressures (figure 36).* 


6. Dollar rci] transaciioiu consist of a purchase or sale 
of ^eocy MBS with the amulrancoas agreemeot to sell 
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Short-term funding markets continued to 
function well 

Condilions in sborl-term ftinding markets 
remained good, with many money market rates 
having edged down from already low lerels 
since the end of 2012 to near the bottoni of the 
ranges they have ocaipied since the zero-lower- 
bound period began (figure 37). In the market 
for repurchase agreements bid-asked spreads 
and haircuts for most collateral types were 
reponedly little changed, while rates moved 
down slightly, on net, for general collateral 
finance repurchase agreements. Despite the high 
level of reserve balances and the substantially 
reduced volume of trading in the federal funds 
market since 2008. the effective federal funds 
rate has continued to be strongly correlated 
with these money market rates. Rates on 
asset-backed commercial paper ( ABCP) also 
fell, and spreads on ABCT with European 
bank sponsors have generally converged back 
to those on ABCP with US. bank ^onsets. 
Rates on unsecured financial CP for both U.S, 
and European issuers have remained low, even 
during the temporary flare-up of concerns 
about European financial stability surrounding 
the banking problems in Cyprus, while forward 
measures of funding spreads have continued to 
be narrow by historical standards. 


37 Overnigbl edodcv oi&rkct rates, 21)09-13 


««aiawvi(«wn(E>«rU^d4 U Prrm 



JW 1810 2011 3»I2 201J 


Mtr: CG^Bgracaii'oll&Mallaisrt.RpdSffpxcbsseqrKsiiB:!. 
SdOiics FdealResm^B&dDfNev YodiOeponuryTnttdhGarm^ 


Broad equity price indexes increased 
further . . . 

Broad equity price indexes notched substantial 
gains and reached record IcN-els in nominal 
tenn& boosted by improved market sentiment 
regarding the economic outlook, the FOMCs 
sustained highly aa'ommodative monetary 
policy, and stable expectations about medium- 
term earnings growth (figure 38). Despite the 
increased volatility around the time of the 
June FOMC meeting, as of mid-July, broad 
measures of equity prices were 18 percent 
higher on net, than their levels at the end of 
2012. Nonetheless, the spread between the 
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12-mouih expected forward earnings-price ratio 
for the S&P 500 and a long-run real Tre'isur>- 
yield— a rough gauge of the equity risk 
premium— stayed very elevated by historical 
standards, suggesting that investors remain 
somewhat cautious in their attitudes torard 
equities (figure 39). Outside of the period 
surrounding the June FOMC meeting, implied 
TOlatility for the S&P 500 inde.x. as calculated 
from option prices, generally remained near the 
bottom end of the range it has occupied since 
the onset of the financial crisis. 

... and markel senlimenl toward financial 
institutions continued to strengthen as 
credit quality improved 

On average, the equity prices of domestic 
financial institutions have outperformed 
broader equity indexes since the end of last 
year. Improved investor sentiment toward 
the financial sector reportedly was driven by 
perceptions of reduced downside risk in the 
housing market as well as c.\pectatioDs of 
continued improvements in credit quality and 
of increased net interest margins as the yield 
curve steepened over the past few months 
However, pnees of real estate investment trust 
IREITI shares underperformed, especially 
after interest rates started rising in May. 
partially reflecting a broader sliift on the part 
of investors from income-oriented shares 
toward more cyclically sensitive issues Shares 
of mortgage REITs were particularly affecned 
by the sharp rise in Treasury and agency MBS 
yields 


Equity prices for large domestic banks have 
increased 24 percent since the end of 2012 
(figure .38). However, they have yet to fully 
recover from the very deprcsiied levels reached 
during the financial crisis. Standard measures 
of the profitability of bank holding companies 
iBHOsi edged down in the first quarter but 
remained in the upper end of their subdued 
post-crisis range. BHCI profits were held down 
by modest noninterest income and a further 
narrowing of net interest margins. By contrast, 
profits were supported by additional reductions 
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ifl nonioieresl expenses and decreases in 
provisioning for loan losses, as indicators of 
credit quality improved further in every major 
asset class. Banks’ alLwaaces for loan and lease 
losses continued to trend down as chargc-olTs 
of bad loans once again exceeded provisions in 
the first quarter (figure 40). 

Risk-based capital ratios (based on current 
Basel I definitions) of the 25 largest BHCs 
decreased in the first quarter because of the 
adoption of the new market risk capital rule, 
while risk-based capita! ratios at smaller 
BHQ edged up.^ Nonetheless. BHCs of all 
sizes remained well capitalized by historical 
standards as they prepare for the transition 
to stricter Basel III requirements (see the box 
'‘Developments Related to FinaiKial Stability"). 
Aggregate credit prorided by commercial banks 
continued to increase in the first half of 2013 
(figure 41). 

M2 rose at a more moderate rate, but 
balances remain elevated 

M2 has increased at an annual rate of about 
iV4 percent since the end of 2012. notably 
slower than the pace registered last year. 
However, holdings of M2 assets— including 
their largest component, liquid deposils- 
remained elevated relaiiw to what w'ould have 
been expeaed based on historical relationships 
with nominal income and interest rates, likely 
due to investors' continued preference to 
hold safe and liquid assets The monetary 
base— which is equal to the sum of currency 
and reserve balances— increased briskly over 
the first half of the year, driven mainly by the 
significant rise in reserve balances due to the 
Federal Re.serve’s asset purchases. 


7. The new market risk capital rule requires banking 
organizations with significant trading activities toadjost 
their ca|ntal requirements to belter account for the 
market lisb of those activities. For more infonnaiion 
on this dtangc. see Board of Governors of the Faleral 
Reserve System (2012). “Federal Reserve Board 
Approves Final Rule to Implement Changes to Maikci 
Itisk Capital Rule.* press release, June 7. 
wwt^'.federairesetve.govfncw.sevents/press/bcreg/ 
:iOi:i0607bJitm. 


•10. Provisions and charge-offs. 2(1{I.^-13 
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Developments Related to Financial Stability 


liighlfglited in previous Monetiry Policy 
Reports, the Federal Reserve has devoted increased 
resources to nx>nitoring potential risks to rinancial 
stability. In addition to ney\' regulations to strengthen 
the financial system, comprehensive monitoring 
is necessary because the system will evolve In 
response to new regulations, and because market 
participanls' risk tolerance and perc^iorrs tend to 
var> with economic and financial conditions. The 
l^ral Reserve's increased monitoring efforts focus 
on identifying financial vulnerabilities— features oi 
the financial system that can transmit and amplify the 
effects of unforeseen adverse event For example, 
vulnerabilities can arise through excess leverage, 
through excess maturity transformation— tfial is, 
finarrCing long-term assets with short-temi debls- 
and through the complexity and interconnectedness 
of financial institutions. In recent years, a stronger 
regulatory framework and an enhanced focus 1^' the 
private sector on potential risks have contributed to 
significant rcducbons in vulnerabilities and a more 
resilient 0.5. financial system However, important 
challenges renuin, and the Federal Reserve will 
monitor developments regarding ongoing and 
emerging finandal vulnerabilities. 

The financial strength of the banking sector 
continuerl to improve last year. Bank holding 
companies (BHCs,) increased the proportion of 
comnwn equity In their funding base, continuing a 
trend of recent years. For example, the ratio of tier I 
common equity to risk-weighted assets among the 
firms participating in the recent Comprehensive 
Capital Analysis and Review and the stress tests 
mandated by the Dodd-Frank Wall Street Refomi and 
Consumer PnDteclion Act of 201 0 <Dodd-Frank Act) 
has more than doubled since the first similar stress lest 
in 2009 and totaled 11.3 percent at the beginning of 
this year.' These stress tests are regulatory tools that 
the Federal Reserve uses to help ensure that finandal 
institub'ons have robust capital planning processes 
and are able to maintain adequate caf»tal even 
following an extended period of adverse economic 
conditions. Indeed, capital ratios maintained under 
the hypothetical ‘severely adverse" macroeconomic 
scenario specified in the most recent stress tests 
suggest that BHCs have become more r«ilient to 
possible adverse macroeconomic shocks. 

Hie banking system has also improved its liquidity 
position relabve to pre-crisis levels. For example, 


I. Infonnation on ihne sires tests and the Comprehensive 
Capital Analysis and Revien is available on (he Federal 
Reserve Board's nebsite at wvvw.federalreserve.gov/ 
hanki[)foreg'stfes6-(esis<^iial-plannii^htm. 


large BHCs' lioldings of cash and high-quality liquid 
securities have risen from less than 1 6 percent of 
total assets in 200/ to 24 percent in the first quarter 
of 2013. further, firms have sharply reduced their 
dependence on wholesale short-term funding, which 
prov'ed highly unreliable during the crisis. 

In addition, tire aedil risk of banks' assets has 
generally declined as banks have tightened lending 
standards and as some borrowers— both households 
and nonfinancial firms— have strengthened their 
financial positions by refinancing their debt at lower 
interest rates. This improvement has also been aided 
by the rise in house prices and equity values amid the 
recovery In economic activity. Consistent with all of 
these improvements, premiums on 6FC credit default 
swaps iCDS) have fallen by nearly one-half from their 
2009 levels. Similarly, systemic risk nreasures for these 
firms— which assess the amount of financial stress that 
would be r^lized in the event of a sizable financial 
shock based on CDS premiums, slock prices, and 
correlations— have declined substantially. 

The significant amount of funding channeled 
through the "shadow banking" sect^ contributed to 
the financial system's fragility before the finarreial aisis, 
largely because of that sector’s reliance on wholesale 
short-term funds to finance longer term assets. Adivity' 
in this sector contracted significantly In the wake of 
the crisis and has expanded only moderalety srnar lire 
post-crisis (rough. The risks inherent In some forms of 
shadow banking have been addressed through tighter 
banking regulations that require more reco^iili'W 
of exposures to off-balance-sheet v^iicles, such as 
asset-backed comnierdal paper conduits. Nonetheless, 
significant vulnerabilities associated with wholesale 
short-term funding remain, 

While the extended period of low interest rates has 
contributed to improved a:onomic conditions and 
increased resiliency in tlie financial sector, it could also 
lead investors to *readr for yield" through excessive 
leverage, duration risk, credit risk, or other forms 
of risk-taking There are signs that lire low level of 
interest rales, as well as improverl investor senlfment, 
lias contributed to a modest pickup In leverage aiKl 
maturity transformation in some markets, However, the 
recent rise in interest rates and volatility may have led 
some investors to reevaluate their risk-taking behavior. 

Securitization markets grew rapidly over the pst 
year and a half, as investors reportedly increased 
their exposure to structured finance products in order 
to boost returns. New U.S. securitization issuance 
excluding agency residential mortgage-backed 
securities (.MBS) was roughly $500 billion (at an 
annual rate) in the first quarter, up sharply from the 
level a year ago hut sb'li well below the peak of over 
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$2 trillion reached before the arsis. Collateralized 
loan oUigationsand commercial mortgage-backed 
securities ICMBS) accounted fora substantial part 
of the increase. Dealer responses in the |une Senior 
Credit Offtcer Opinlorr Survey on Dealer Financing 
Terms indicate that demand for funding of securitized 
products, such as non-agency residential MBS and 
CMBS, lud increased, suggesting some investments 
were being funded with short-lemi debt.’ 

In additiun, low Treasury yields likely boosted 
the pace of investment in corporate bond and loan 
funds and contributed to sizable Issuance of high- 
yield bonds and syndicated leveraged loans this year. 
However, spreads of yields on corporate bonds relative 
to those on cumparable-malurity Treasury securities 
were not unusually narrow by historical standards, 
and purchases generally do not appear to have been 
financed with leverage or short-term funding, which 
should limit the risk ^ a disorderly unwind. As 
Treasury yields have risen since the beginning erf May, 
corporate bond funds have experienced substantial 
outflows and bond yields have risen, although rereads 
over Treasury securities have posted small mixed 
changes. For syndicated leveraged loans, underwriting 
standards, such as the number of covenants and 
required debt-to-eamings multiples, have been easing, 
and continued flows to loan futrds suggest pressures in 
underwriting may continue. Banking su|)ervisors are 
currently working on implementing new supervisory 
guidance on leveraged lending practices, which 
should help mitigate the potential fora buildup of 
vulnerabilities.’ 

Agency mortgage real estate investment trusts 
(agency REITs! are anotoer area where investors have 
displayed a willingness to take on risk to achieve 
higher returns. Agency REITs puichase agency MBS, 
funded largely by relatively short-term repurchase 
agreements, and thus combine high leverage with 
extensive maturity traasformalion, creatir^ the 
potential to disrupt MBS n^rkets if, for instarree, 
rates were to rise sharply. Amid the recent increase 
In interest rales and widening of MBS spreads, stock 
prices of agency REITs have fallen about 20 percent, 
and some of these firnvs have reptjiledly sold as-sets to 
offset the resultirig increase in their leverage. To 


2. The survey i$ available on the Federal Reserve Boards 
website at www.iederalreserve^tov-'ecmresdata'YeleaseS'' 
scoos.htm. 

3. See Board of Covertrors of the Federal Reserve System 
Divtsion of Banking Si^ervision and Regulation (2013), 
'Interagency Cuidattceon Leveraged L^r^' Supervision 
and Reflation Letter SR 13-3 (March 21), 
wwwiedenlreserve.gov'tsnkinforeg'srleQers.srl303.htrrL 


date, sales by these agency REITs and other funds witli 
similar positions reportedly have amplified the initial 
rise in ratos and spreads, but market functioning has 
not been tinpaired. 

At commercial banking firms, the low interest 
rate environment in recent years has been pressuring 
net interest margins, and some firms appear to have 
extended the duration of their securities holdings 
to boost profits. Supervisors have been working with 
banks on intered rate risk -management practices 
to ensure that the banks' practices comply with 
the interagency advisory that was issued in 2010.* 
Improved practices should make the banks more 
resilient to unexpected interest rate shocks. The low 
interest rales also ap|)ear to be pressuring profits 
among life insurance corr^anies, and some insurers 
have added marginally more credit and liquidity risk 
to their asset portfolios. 

Tiie Federal Reserve has continued to make 
progress on financial reform. The Federal Reserve 
recetlly finalized its proposal to implement the 
Basel III capital requirements. The final rule promotes 
a stronger banking system by increasing the quantity 
and quality of required regulatory capital, which 
is accomplished by setting a new tier 1 common 
equity capital ratio of 4i percent of risk-weighted 
assets IRVVA), a capital conservation buffer of 
2.5 percent of RWA, and strict eligibility criteria 
for regulaloiv capital instruments. In addition, the 
rule contains a supplementary minimum leverage 
ratio and a countercyclical ca|»l3l buffer for large 
and Inlematlonally active banking organizations, 
r urthernwre, the Federal Reserve is working this year 
toward finalization of additional rules that would 
implenrenl sections I and 1 66 of the Dodd-Frank 
Act a broad set of enhanced prudenL'al standards 
for BHCs with total assets of $50 billion or more and 
systemically important nonbank financial companis 
designated by the Financial Stability Oversighi 
Council |FS(XJ. The rules relating to resolution 
planning and stress testing are already corrpleled, 
and the Federal Reserve is working to finalize rules 
for capital requirements, liquidity requirements, 
single-counterparty credit limits, an early remediation 
r^ime, and risk management requirements. The FSOC 
recently designated two nonbank financial firrrB. and 
it has proposed tire designation of a third firm, which 
has requested a hearing before the council. 


4. See Board of Governors of (tie Federal Reserve System, 
Division of Banking Supervison and Regulation (2010}. 
Interagency Advisory on Interest Rate Risk,* Supervision and 
Regulation LetterSR 10-1 Oanuary tl>, wvoviederalreserve. 
gov boarddocsAi1etters.'20l0‘sr«MI iitm. 
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42. 10 -year nomina] benchmark yields, 2012-13 



43. Eqmiv indexes lor seiocied lorei^ econoimes. 
2012-13 
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International Developments 

Foreign bond yields have risen and asset 
prices have declined, on net, especially in 
emerging market economies 

Foreign benchmark sovereign vields have 
moved somewhat higher, on net. since the 
beginning of the year (figure 42). Rates moved 
lower in March and April, in part reflecting 
weak incoming data on aciiv'ity; anticipation 
of the Bank of Japans (BOJ) asset purchase 
program may have also contributed to declining 
Japanese government bond ( JGB) yields early 
in the year. Since early May. however, as with 
U.S. Treasurv' securities, sovereign yields have 
risen worldwide, as investors responded to 
better-ihan-e.xpcaed U.S. economic data and 
to Federal Reserve communications about 
moneiar)' policy. Sovereign yields are up. on 
net. in Europe. Japan, and Canada and have 
increased substantially in Korea. Mexico, and 
other emerging market economics (EMEs). 

Equity indexes in the major advanced foreign 
economies I AFEs) rose earlier in the year 
(figure 43), especially in Japan, where stock 
prices continued to soar as Prime Minister 
Abe s ambitious stimulus program began to 
take shape. However, since mid-May. equity 
prices have declined on net. Corporate bond 
issuance eased somewhat in June a.s rates 
climbed higher, but year-lo-date issuance totals 
are still strong relative to recent vears Since 
the start of the year, sovereign and corporate 
credit spreads have narrowed slightly. Financial 
stresses in Europe have remained well below 
their highs last year despite banking jM'oblems 
in Cyprus and political tensions in several other 
European countries. 

The significantly higher interest rates in EMEs 
have been accompanied by sharp moves in 
other EME financial markets Since mid-May, 
Slock fH'ices have declined and credit spreads 
have widened markedly. EME bond and equity 
funds have also experienced sizable outflows, 
as investors reassessed the economic outlook in 
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these economies as well as the returns on E.ME 
assets relative to those in advanced economies 

The improved sentiment toward the US. 
economic outlook and anticipation of less- 
accommodative monetarj' policy have pushed 
the US, dollar higher against a broad set of 
currencies since the end of 2012 (figure 44). In 
particular, the dollar has appreciated sharply 
against the Japanese yen, on net, as the BOJ 
adopted a mote accommodative monetary 
policy stance. 

Adivily in the advanced foreign 
economies remained subdued 
despite a pickup . . . 

Activity in the AFEs improved to a still- 
muted pace in the first half of 2013 (figure 45), 
supported in part by stronger e.sports and 
the easing in financial stresses in Europe. The 
euro-area economy shrank further in the first 
quarter, but the pace of contraction moderated 
asconsumption stabilized. In the United 
Kingdom, real GDP resumed growing, at a 
IW percent pace, in the first quarter: retail sales 
and the purchasing manageis inde.\ (PMI I 
suggest that growth firmed in the second 
quarter. First-quarter activity accelerated in 
Japan, reflecting a strong rebound of exports 
and a pickup in consumption. Canadian 
growth also firmed in the first quarter, and the 
labor market notched solid employment gains 
through the second quarter. 

With acmity weak and inflationary pressures 
low, several foreign central banks took 
additional steps to support their economies 
(See the box “The Expansion of Central Bank 
Balance Sheets" for a broader overview of 
central bank actions.) The European Central 
Bank lECB) and the Reserve Bank of Austtalia 
lowered their main policy rates, and the F.CB 
stated after its July meeting that it will keep 
key policy rates low "for an extended period." 
The Bank of England e,\tended its Funding 
lor Lending Scheme until January 2015 and 
increased banks' incentives to lend to small and 
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The Expansion of Central Bank Balance Sheets 


Thf severity of the recession assodated with the 
global financial crisis led central banks in some of 
the advanced economies to take policy meastires that 
drove short-term market interest rates neariy to zero. 

As the recession draped on, Itosvever, several major 
central banks— including the Federal R«erve. the 
Bank of England (BOE), the Bartk of japan (BO|), and 
the European Central Bank (ECB>— sought to provide 
further economic stimulus through the adoption of 
unconventional policies that aimed to reduce longer- 
term interest rates and ease financial conditions more 
generally. These policies, which included purchases 
of longer-term assets and repurchase operations with 
extended terms to maturity; left the central banks with 
balance sheete of unprecKlented size. Total assets of 
the Federal Reserve rose from at)out 6 percent of gross 
domesdc product (GDP) (around $870 billion) in the 
summer of 2007 to 22 percent of GDP (53.5 trillion) 
as of June 2013. As shown in figure A, the assets of the 
BOE, BO), and EC6 also increased markedly relative 
to the sizes of their economies. This box offers some 
detail on the circumstances and policies that led to the 
balance sheet expansions for these central banks. 

I ike the Federal Reserve, the BOE began its a$.set 
purchases relalively soon after the advent of the global 
financial crisis. Also like the Federal Reserve, the goals 
of the BOE's purchases were to help lower longer- 
term interest rates and to ease financial conditions 
more broadly, thereby providing further support for 
economic powth. During its initial program, between 
iVlarch 2009 and January 2010, the BOE bought 
£2(X) billion (14 percent of GOP) of longer-term assets, 
mostly U.K. government bonds, with correnercial 


jiaper and airporate bonds making up the residual. 
The BOE resumed purchases in October 201 1 as the 
economy continued to struggle amid spillovers from 
the euro-area finandal crisis. Total securities holdings 
are currently near £375 billion, or almost 25 percent 
of GDP. and account for nearly all of the BOEi 
balance sheet. 


A. Central bari: assets In srketed advanced 
ecoootnics, 2006-13 
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Compared wilh the federal Reserve or the 80E, iraTially 
the BO) did not expand its balance sheet as much during 
dre crisis, but more recently it has laid oul plans (or 
substantia! asset [Hjrchases. By late 2010, wilh entrenched 
deflation and GDP still well below its pr^c^Is^s peak, 
the BO) announced its Asset Purchase Program of about 
V35 trillion {ai)out 7 percent of GDP) and later expanded 
the size ot’ the program to ¥1 01 trillion by the end of 201 2 . 
But in lanuary of this year, the 60) announced plans to 
begin a series ot open-ended asset purchases in pursuit of 
its ncAv higher 2 percent inflation target And, finally, in 
April the BO| announced that it would enter a new phase 
oi monetary easing, accelerating asset purchases to double 
the monetary base within two years in pursuit of its inflation 
target fhe BO) also substantially extended the maturity 
of its lapanesegowmmetjl bond tjGB} purchases, .Ml 
maturib’es, including 40- year bonds, are eligible, and the 
.average maturity of |G6 purchases has risen from slightly 
less than 3 years to about 7 years. To date, asset purchases 
have increased dye size of the BOI's balance sheet to almost 
40 pefoenl of GOP. The BO| expects its balance sheet to 
reach approximately 60 percent of 2012 GDP by the end 
of 2014. 

In contrast to the other central banks, the (CB has 
taken a different ai^roach tu balatKe sheet expansion but, 
nonetheless, one that has offered sujiport to economc 
activity, fhe EC6 hascornlucted very few outright purchase 
operations. The main exceptior* wx the Securities Markets 
Programme, terrrinaled in late 2012, urder which the 
ECB holdings reached almost €220 billion in peri{^ral 
sovereign dktl in lanuary 201 2 (about 25 percent of euro- 
area GDP). Instead, its substantial balance ^e^ expansion 
has been driven primarily by loans lo banks and, in 


particular, longer-term refinancing operations iLTROsj, 
which have maturities of one nwnlh or longer. In 
the fail of 2008, departing from iti past practice of 
offering banks a fixed ainount of loans at interest 
rales detemined by auction, the ECB announced it 
would provide unlimited collateralized loans to banks 
at a fixed rate. The size of the ECBIs balance sheet 
increased about €0.5 trillion (almost 6 percent of the 
GDP of the euro area) to about €2 trillion (around 
22 percent of euro-area GDP) in 2008 and rernainer) 
near that levd until niicl-201 1 . Severely deteriorating 
financial conditions in Europe led the ECB in 
December 201 1 to announce LTROs wilh maturities 
of three years. Banks drew a bit more than €1 trillion 
under these LfROs, pushing the ECB's {»lance sheet (o 
over 30 percent of GOP. The stated aim of the LTROs 
was to provide liquidity to the financial system rather 
than to ease monetary policy. However, insofar as the 
LTROs helped pushed down bank funding costs and 
sovereign yields in vulnerable European countries 
and allewated financial stiesses more generally, they 
likely provided some sup|x>rt to economic activity 
as well. By the same token, the ECB^ latest program. 
Outright Monetary Transactions tOMT), is focused 
on reducing the currerxry risk premium embedded rn 
Eurojyeaii sovereign bonds, wfileh has (he benefit of 
easing financial conditions generally but especially in 
counlries with high sovereign spreads. To this point, no 
purchases have been made under the OMT program. 
Even SO, its availability as a backstop appears t<i have 
helped ease financial stresses in Europe, which, In 
turn, has likely reduced the downward pressure on the 
economy. 
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medium-sized businesses. In April, ihe BOJ 
anununced a sharp rise in its purchases of fGBs 
and other assets, as well as an extension of the 
mamrily of the JGBs that it purchases 

Aulhorilies in some AFEs also eased fiscal 
policy in response to still-subdued actmiy. 

The Japanese parliament approred a fiscal 
stimulus package wwnh about 2 percent of 
GDP, with the bulk of the spending directed to 
infrastructure projects European authorities 
postponed deadlines for sereral euro-area 
counines, includiiiE France and Spain, to 
reduce fiscal deficits below 3 percent of GDP. 

. . . while growth slowed in the emerging 
market economies 

Aggregate real GDP growh in the E.MB 
picked up in the fourth quarter of 2012 despite 
the weakness in Europe and the United Statc^ 
led by a strong petlbmiancc of the Chinese 
economy. However, EME growth slowed 
considerably in the first quarter, in part as 
a step-down in Chinese growth weighed on 
activity in the rest of emerging Asia and on 
the commodity-dependent economies of 
South .America. Recent indicators of e.xports> 
industrial production, and PMIs suggest that 
EME activity remained subdued in the second 
quarter. Amid concerns about economic growth 
and lack of indationary pressures, the central 
banks of several countries in Asia and Latin 


America further eased monetary policy over the 
first half of the year. However, more recently, 
concerns about reversal of capital inflows and 
currency depreciation pressures are giving EME 
central banks pause about further rate cuts, and 
a few have begun to raise rates 

In China, macroeconomic data for the second 
quarter indicate that growth continued to 
be modest by the standards of recent years. 
.Although retail sales rose slightly faster in April 
and May than in tire subdued first quarter, fixed 
inveslmcut inaeased at roughly its liist-quartcr 
pace. 

Activity also cooled across Latin America 
in .Mexico, growth had already slowed in the 
SKond half of last yean weiglled down by 
weaker US. manufacturing activity. Growth 
slowed further in the first quarter, as exports 
declined and domestic demand weakened. In 
response, the Bank of Mexico reduced its policy 
rate for the first time since mid-2009. Mexican 
activity appears to have remained subdued 
in the second quaner. Brazilian real GDP 
growth stepped down a little in the first quarter, 
extending the lackluster peifomiance of the 
past two years. Indicators of economic activity 
for the second quarter, including industrial 
production and exports, have been mixed. 
Unlike many of its EME counterparts. Brazils 
central bank raised its policy rale to combat 
nsiug inflation. 
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Part 2 

Monetary Poiia 

With ummpIcTj'mnt stili well above normal levels and inSation below Its lon$er-nin objective, the 
federal Open Market Committee tFOMCJ has continued its highly accommodative monetary policy 
this year by maintaining its forward guidance with regard to the target tor the federal funds rate and 
continuing its program of large scale asset purchases. 


To foster the attainment of maximum 
employment and price stability, the FOMC 
kept in place its forward guidance on the 
path of the federal funds rate . . . 

With uncmptosmem stUl elesated and declining 
only gradually, and inflation having moved 
further below the Committee's 2 percent longer- 
run objective, the FOMC has maintained its 
highly accommodative monetary policy stance 
this year. Because the target range for the 
federal funds tale remains at its elTcctive lower 
bound, the Committee has been relying mainly 
on its forward guidance about the future path 
of the federal funds rate and on its program of 
large-scale asset purchases to make progress 
toward its mandated objectices. 

With regard to the federal funds rate, the 
Committee has continued to indicate its 
expectation that the current exceptionally 


low target range of 0 to W percent will 
be appropriate at least as long as the 
unemployment rate remains above 6V5 percent, 
inflation between one and two years ahead is 
projected to be no more than a half percentage 
point above the Committee's 2 percent longer- 
run goal, and longer-term inflation expauations 
continue to be well anchored (figure 46). In 
determining how long to maintain its target 
range for the federal funds rate, the Committee 
has stated that it would also consider other 
information, including additional measures of 
labor market conditions, indicators of inflation 
pressures and inflation expectations, and 
readings on financial developments The FOMC 
also has reiterated that ahighly accommodative 
stance of monetary policy would remain 
appropriate for a considerable lime after the 
asset purchase program ends and the economic 
recovery strengthens Moreover, the Committee 
has indicated that when it decides to begin 
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to removie policy acconmicdation. it would 
lake a balanced approach consisteni wilh its 
longer-run goals of maxinium employment and 
inflation of 2 percent. 

. . and maintained its policy of large- 
scale asset purchases . . . 

To sustain downward pressure on longer-term 
interest rates, support mortgage markets and 
help make broader financial conditions more 
accommodative, the FOMC has continued 
its large-scale asset purchases: the Committee 
also has maintained its practices of reinvesting 
principal payments it receives on agency debt 
and agency-guaranteed mortgage-backed 
secunties ( MBS) in new agency MBS and 
of rolling over maturing Treasury securities 
at auction. Over the fits half of this year, 
purchases of longer-term securities lolaled 
S510 billion, with the Committee purchasing 
additional agency' MBS at a pace of $40 billion 
per month and longer-term Treasury securities 
at a pace of $45 billion per month. The 
Committee reconfirmed at each meeting during 
ihe first half of 2013 thai it would conlinue 
purchasing Treasury and agenq' MBS until 
the omiook for the labor market has improved 
subsamially in a context of price stability. 

In determining the size, p'ace. and composition 
of its asset purchases, the Committee has taken 
account of the likely efficacy and costs of 
such pua’lrases. As noted in the minutes of the 
March FOMC meeting, most panicipants saw 
asset purcliases as having a meaningful etfa'i 
in easing financial conditions— for example 
keeping longer-term interest rates, including 
mortgage rates, lower than they would be 
otherwise— and so supporting economic 
growth.* FOMC panicipants generally judged 
that these benefits outweighed the likely costs 
and risks of additional purchases. However, 
the Committee has contimied to monitor those 


8. See Boaixi of Goveraois of tlie FederaJ Risem 
.S'yslenn2013f, "Minutes of the Federal Opeu Madet 
Committee. March 19-20, 2013, " press release, 

April 10, www.fedctalrcservegov/i3ewsevtntsrprts.4 
monclary'r201 30410a .htm. 


costs and risks, including possible effects on 
financial stability, security market funaioning, 
the smooth withdrawal of monetary 
accommodation when il eventually becomes 
appropriate, and the Federal Reserve's net 
income.* 

. . . while providing additional information 
about potential adjustments to its asset 
purchases 

During the first half of 2013. the FOMC 
took various steps to provide greater clarily 
regarding its thinking about passible 
adjustments in the pace of asset purchases 
and the eventual cessation of those purchases 
In its statement after the March meeting, liie 
Committee added that Ihe size, pace, and 
composition of its asset purchases would reflect 
the extent of progress toward its economic 
objectivts, in addition to the likely efficacy 
and costs of such purchases.® And in May. to 
highlight its wUlingness to adjust the flow of 
purchases in light of incoming information, 
the Committee noted that it was prepared to 
increase or reduce the pace of its purchases to 
maintain appropriate policy aa’ommodation 
as the ouilook for the labor market or inflation 
changed." 

At the June FOMC meeting (,'ommitlee 
participants generally thought il would be 
helpful to provide greaier clarity about the 
Committee’s approach to decisions about its 
asset purchase program and thereby reduce 
investors' uncertainty aKwii how it might 


9. Fbr further duscossion of these issuer see die beet 
“Edicacy and Costs of Laige*Seale Asset Purchases" 
in Board of Govemois of the Federal Reserve Systeni 
[201 3). Mmeiary Policy Report (Washington; Board 
of Go\’eTnors. February), tt-wv.. federalreseAC.gov/ 
nic«ietar^>oiicj/mprJ0130226_part2.1itni. 

10. See Board of Govemois of the Federal Reserve 
Sj’stera (2013), “Federal ReseAc Issues FOMC 
.Staiement.” press release. Mandr 20, www.fcderalreseAe. 
gcrv/«cwsevents'press/moneraiy/20130320a.htin. 

1 1 . See Board of Governors of the Federal Resene 
System (2013), “Federal Resene Issues FOMC 
Staiement," press release. M^' 1, www.fcderalrcseAe.gov/ 
EewseveQts/pres3/moDetaA’/20130501aJilnL 
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react lo future economic developments. In 
choosing to provide this clarification, the 
Committee made no changes to its approach 
to monetary policy. Against this backdrop, 
Giairmao Bemanke, at his posimceiing press 
coQJerenct described a possible path for asset 
purchases that the Committee would anticipaie 
implementing if economic conditions evolved in 
a manner broadly consistent with the outcomes 
the Committee saw as most likely.'^ The 
Chairman noted that such economic outcomes 
involved comimttd gams in labor markets, 
supported by moderate grouih that picks up 
over the next several quarters, and inflation 
moving back toward its 2 percent objective over 
lime. If the economy were to evolve broadly 
in line with the Committee’s expectations, the 
FOMC would moderate the pace of purchases 
later this ytar and continue to reduce the pace 
of purchases in measured steps until purchases 
ended around the middle of next year, at which 
time the imemployment rate would likely be in 
the vicinity of 7 percent, with solid economic 
growth supporting further job gains and 
infiaiioD moving back toward the FOMCs 
2 percent target. 

In emphasizing that the Committee s policy was 
in no way predetermined, tlie CTiairman noted 
thai if economic conditions improved faster 
than expected, the pace of asset purchases 
could be reduced somewhat more quickly. 
Converselv; if the outlook for the economy or 
the labor market became less favorable, inflation 
did not move over time low-ard the Committee's 
2 percent longer-icrm objective, or financial 
conditions were judged to be inconsistent with 
further progress in the labor markets, reductions 
in the pace of purchases could be delayed or 
the pace increased for a time. The Chairman 
also drew a strong disiinaion between the asset 
purchase program and the forward guidance 
regarding the target for the federal funds rate, 
noting that the Committee anticipates that there 


12. See BenS. BmanketlOU). -Transcript 
d Chairman Bemanla's Press Cc« ference," 

June 19. w\mfedenilreservc.gov/n»ediac€nter/fiIes/ 
FOMCpfcscoiiC0l30619.pdf. 


will be a considerable period betwen the end of 
asset purchases and the time when it becomes 
appropriate to increase the target for the federal 
funds rate. 

The Committee's large-scale asset 
purchases ted to a signiricanl increase in 
the size of the Federal Reserve's balance 
sheet 

As a result of the Committee s large-scale asset 
purchase program, Federal Reserve assets have 
increased significantly since the end of last v-car 
(figure 47). The par value of the System Open 
Market Account s (SOMA) holdings of U.S. 
Trea.sury securities increased about $300 billion 
to S2 trillion, and the par value of its holdings 
of agency debt and MBS increased about 
$270 billion, on net. toSl-3 trillion-’* These 
asset purchases accounted for nearly all of the 
increase in total assets of the Federal Resene 
and were accompanied by a significant nsc in 
reserve balances over the period. As of July 10. 
the SOMAs holdings of Treasury and agency 
securities constituted 56 percent and 36 percent, 
respeaivtly, of the $3.5 trillion in total Federal 
Rcscn'c assets. By contrast, lalanccs of 
facilities established during the financial crisis 
declined further from alreadv’ low levels.’"* 


13. The iliffercuoe bern-een changes in the par value 
of SOMA holdings and the amount of purchases of 
secuiities since the end of 201 2 rejects, in part tags in 
settlement 

14. The outstanding amount of dollars provided 
through (he temporary U.S. dollar liquidity saap 
arrangements with foreip central banks decreased 

$7 billion to about $1 billion because of tbeimproveiucnt 
in offshore U.S. ddlaj- funding markets. During the 
financial crisis, the Federal Keseive created several 
special lending fadlibes to support tmandal institutions 
and markets and strengthen econcniic activity. These 
facilities were closed by 2010; however, some loans made 
under (he Term Asset-Backed Securities Loan Facility, 
which is closed to new lending, remain outstanding and 
will mature over the next two years. Other programs 
supported certain specific institutions in onler to avert 
disorderly failures that could have residted in severe 
dislocations and strains for the tmandal ^stein as a 
whole and harmed the Ui. coonomy. \Vhile the loans 
made by the Ei»lera) Reserve under these programs 
have been repaid, the Peder^ Reserve will continue lo 
receive cash Hows generated from assets remaining in the 
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47. Federal Reserve assets and liabiiities. 2008 ] 3 
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Ken: d&ttoiaultSiniu^ July 10, 2013. Crrdfi sad liqQidjty^IncsiMbBa of |n&ery,secmiMy, acdu»imIi7«dit;uaD auaccnili^canTsI tank 

b^tudity suips. siipport br Maidss Ljdc, Bear SUcm, aod A1& tod iXhtr credit le^cki. cchdi^ ihr Prmar> Dnir Ciedii Ftolifr, tlx TUKt-Bicked 
Conmeml ?tper Mosey Madcet Xlunal Fasd Uqsidity FtcdRy, the CommetcUl Piper Fm!i£;f Facility, nd tlte lean .AtM-Baded Secies Loas Facility 
Otlie; asKis ccludes munMflaediieniiiinisaDddisMuatsoQ lecunliesiKldoubi^ Otlxr&gbilitka meFodcf reverse npicvtkw iiBeDKSis, (be U5. Trasuiy 
GeairalAi.'aasir.aEddieU.S. lieastiiy Supftteueatary Fimcicg Arcouat. Ibe dues ootbebonaimul axB are ihose of Federal Ops Mazicei 
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Sotaix Federal Resent Board. S^teiical Rekaa: HA I. "Facton ATbcios ReKrve Baktees.' wwts-.ledeoiheKtve.gcivrreleases'bai ' 


Interest income on the SOMA portfolio 
continued to support a substantial sum of 
remittances to the Treasurj- Department- In 
the first quarter, the Federal Rcsem provided 
more than S15 bilon of such disrrituiions 
to the Treasury.'* The Federal Reserve has 
also released detailed tratrsaaions data on 
open marker operations and discount window 
operations with a two-year lag in compliance 
with the Dodd-Frank Wall Street Reform and 
Consumer Protection Act of 2010. 

The Committee also reviewed the 
principles for policy normalization 

Duridg its May and June meetings, the FOMC 
reviewed the Federal Reserve's principles for 
the eventual normalization of the stance of 
monetary policy, which initially were published 
in the minutes of the Committee’s June 2011 


portfolios cstabii^ed is connection with such sapport 
prindpaJK the portfolio of Maiden Lane LLC. 

1 5. The Quanerty Report on Federal Reserse Balaice 
Sheet Umhpmaiff for the tirst quarter is available 
on the Federal Reserve Board’s website at www. 
federal Fesen'egov/mo^etarypdicy/qua^el1\•baianc^ 
sheet-developments- re portJitm. 


meeliDg-'^ Tlie Committee's discussioD included 
N’arious aspects of those principles— the size 
and composition of the SOMA portfolio in 
the longer run, the use of a range of reserve- 
draining tools, the approach to sales of 
securities, the eventual framework for policy 
implementation, and the relationship between 
the principles and the economic thresholds 
in the Cc*mmittee’s forward guidance on the 
federal funds rate. Meeting panicipanisv in 
general, continued to ^^ew the broad principles 
set out m 201 1 as still applicable. Nonetheless, 
they agreed that many of the details of the 
eventual normalization process would likely 
differ from those specified two years ago. that 
the appropriate details would depend in pan on 
economic and financial developments between 
now and the time when it becomes appropriate 
to begin normalizing monetary policy, and 
that the Committee would need to provide 
additional information about its intentions as 
that rime approaches Parucipanis continued 

16. See Boani of Govemora of the Federal Reserve 
System (201 1 j, '’Minutes of the Federal (tpra 
Market Committee, June 21-22, 201 1,“ press release, 

July 12. www.federalreserve.gov/newsevents/press/ 
mcuetary/20 i 1 07 1 2a Jitm. 
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to think that the Federal Reserw should in 
the long run. bold predominantly Treasur\- 
securities. Most, however, now anticipated ibai 
the Committee would not sell agency MBS as 
part of the normalization process, although 
some indicated that limited sales might be 
warranted in the longer run to reduce or 
eliminate residual holdings 

The Federal Reserve continued to test 
tools that could potentially be used to 
manage reserves 

As part of the Federal Reserve s ongoing 
program to ensure the readiness of tools to 
manage reserwEs, the Federal Reser\’e conducted 
a senes of small-scale transactions with 
eligible counterparties. During the first half 
of 2013, the Federal Reser^'e conducted four 
repurchase agreement (repo) operations and 
three reverse repurchase agreement (reverse 
repo) operations. Operation sizes ranged 
between S0.2 and S2.8 billion using all eligible 
collateral types. Wliile the repo transactions 


were conducted only with primary dealers, 
two of the reverse repo operations were open 
to the expanded set of eligible counterparties 
which include not only primary dealers, but also 
banks, gov'emmeni-spousored enterprises, and 
money market hinds* ■ In addition, the Federal 
Reseiv'c Board conducted three operalioas for 
28-day term deposits under the Term Deposit 
Facility (TDF). These operations included two 
competitive single-price TDF auctions totaling 
S3 billion in deposits and an offering with a 
fixed-rate, fuli-alloimenl format, which totaled 
SIO bilhoD in deposits. 


1 7. To prepare for the potential need to conduct 
large^cale reverse repo transactions, the Federal Reserve 
Bank of New York is developing arrangements witli an 
expanded set of counterparties with which it can conduct 
theise transactions. The.'ie counterparties are in addition 
to the existing set of pmnar}’ dealer counterparties with 
which tlie Federal R^ne can already conduct reverse 
repos. The list of the expanded set of counterparties b 
available on the Federal Reserve Bank of New York^ 
website at wwwjiewyorkfed.org/inaikets/ 
expanded .counterparties.html. 
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Part 3 

Summary of Economic Proiecions 

The Mow/ng material appeared as an addendum to the minutes of the /tine ID- 1 9, 2013, meeting of 
the Federal Open Market Committee. 


fa conjiraction with the June 18-19. 201 3, 
Federal Ofcn Market Committee (FOMCl 
meeting, meeting participants— the 
7 memfa’rs of the Board of Governors and the 
12 presidents of the Federal Reserve Banks, 
all of whom participate in the deliberations of 
the FOMC— submitted their assessments of 
real output growth, the unemployment rate, 
inflation, and the target federal funds rate for 
each year from 201 } through 2015 and over 
the longer run.'* Each participants assessment 
was based on information available at the time 
of the meeting plus his or her judgment of 
appropriate monetary policy and assumptions 
about the factors likely to affect economic 
outcomes. The longer-run projections 
represent each participant s judgment of the 
value to which each variable would be expected 
to converge, over lime, under appropriate 
monetary policy and in the absence of 


IS. Although President Pianaito was unable to attend 
(he June 1S-19,20I3, FOMC meeting, she submitted 
ecoiomic prpjecticns. 


further shocks to the economy. “Appropriate 
monetary policy" is defined as the future 
path of policy that each partidpani deems 
most likely to foster outcomes fbr economic 
activity and inflation that best satisfy his or 
her individual iuierprciation of the Federal 
Reserve's objectives of maximum employment 
and stable prices. 

Overall. FOMC participants projected that, 
under appropriate monetary policy, the pace 
of economic recovery would gradually pick up 
over the 2013-1 5 period and inflation would 
move up from recent ver\' low readings but 
remain subdued (table 1 and figure 1 ). Almost 
all of the participants projected that inflation, 
as measured by the annual change in the price 
index for personal consumption expenditures 
(PCE l, would be running at or a little below 
the Committee’s 2 percent objeciiw in 2015. 

As shown in figure 2. most participants judged 
that highly accommodative monetary policy 
was likely to be warranted over the ne.Kt few 


Taldel. Economic projeclionsof Federal Resene Board members and Federal Reseive Banhpitsidenis, June 2013 

Peitmt 


Vitiabk 

C«Dtnl leB(lem.y 

Rsogp 

201 J 

2014 

3015 

LoDget tuD 

201 J 

3014 

2015 

Loogtt tun 

CluigMomI GOP 

1SIC2.4 


19(0)8 

IS to is 

3.0 to 28 

31 to (.8 

lito3.8 

2.0 to 3.0 

Maith pn>iectioii 

UtolS 

19toiA 

2J(o).7 

lJlo25 

lOtoS.O 

Jilolt 

2ilol.S 

lOloJ.ft 

UiKtipkiyiDtitl nit 

7.2to7J 

$.5 lets 

5.6(o«.3 

5.3 to 8.0 

8Sto7i 

81 1.) 85 

S.:i»8.4 

5.0 le 8.0 

Mltdi ptoieewo — 

7Sio7i 

6.7fci 7.0 

6oto4i 

5.2to«.C 

65 to 7.8 

6.1 h> 7.1 

5.7 10 8.5 

50 to 6.0 

PCE inlanon 

0.8tol.? 

1.4 bf 2.0 

1.6 (0 10 

10 

uliol.S 

1.4(0 10 

1.8(0 13 

2J) 

Matdi ptojevUun 

I.Jtol.7 

lilalO 

tJtoJjO 

lu 

IJtolO 

l.4toll 

18(0 li 

10 

Cott PCE influiciD’ 

UtolJ 

15(0 IS 

1.7(0 10 


IJtoIS 

15 to 10 

1.7(0 12 


Maidi piojecunn 

ISuU 

1.7(0 10 

18(oll 


IStolO 

I5V>11 

17103.8 



fabtioa (refrnntlK(»v(th qHBV«rilt^iTwa>nruttr{iniQv^yn'- 
ttf’ifibimriiidiatd.PCSaluMtuikcRPCSiBfiitEwi irt ii(f(reu:ae((tM<rcUf>g! «, itipc3l<elj;fb(^tlaiii4afMftfMnic4UDDpnot U' 

pm Bi'S«R>r PCE CKtiiiq icoS uia ttrg} Prff'tum («r tt' owtpi'TinrjK nic tie fer iki ivfngE rmlm nMupvt^Wii wt « At (wrli ^iwvr ?»! lUxtH Ewt 

ptR»^npK)tQinaitRh«KaMkBerS«;uKHa(&t«rq>prapnut Boaetwy polity l4t(er-rupWKWURp(eKain<hpinkipunu9c«Beutef !t< nitioMiAcacji 
vnhRwii^&rspceicaicicaiivny! odciy^pmpnMciwUlvyftCihcyuitUklki iteMoEfgnhvilioctsiQtlii «cuvaa9.Ti4MtRkpiDp:tk)UMnEiadtB»iiiMdlME9«<t 

iHatMaa^of lit FH«nl C^gMirtn Cmacw a Mik* IS-tIi, VU 
* TW ttotnl taJuo wUta U* ikw U|kn! :Ui* kmtt pni«cuuiifot twi wntk a 

2 ‘IWiii!gth[mniMeiaig!Wi7miatiude*ll{>utiQpulf'[’nj(SA;iis(ibE)k«<R(DLgknt.fctmfvuiUll]Giliuf«tr, 

1 Lw|C'nftpKi«eM<l').*«m?CEiD{ii>awcM(«OM4 


85 


40 PART 3: SUMMARY OF [CONOMIC PROIECIIONS 


Figire L. Cenlral tendencies and ranges of economic projections, 2013-15 and over the longer run 


?aaa 


_s dangeinmlGDP 


■ Ceotial radeoc)' of prqecbons 


Range ofprojecticins 

Hi 

- — 

■ ^ _ 2 

— 

— 1 

— AcToal 

— 0 

— 1 

! __l ^ 

— 2 

— 3 

J ^ ^ ^ U 


2008 2009 2010 2011 2012 2013 2014 2015 Longer 


fatm 



?»xn 


PCE inflition 



I 1 i i ^ ^ ^ L_l 

2008 2009 2010 20H 2012 HII3 2014 2015 Longer 

nm 

Pncw 


Core PCE inflation 


2008 2009 2010 2011 2012 2013 2014 2015 Longer 

nm 


Note: Dcfijiilicmsofvaiiables are in the genera) note to table 1. The data fortbe actual values of the variables areannnal. 


86 


MONCTARyPOUCYREfOR^ IULV20I3 41 


FiRi»eIOvemewofF^Cpmticjgmn£ass^nenlsofag^ogriateraraeaiyjgo]i^ 


Nmfecr of p4fDcfMs 



2013 2014 2015 2016 


Apptopriaie pace of policy UniuDg 


Target IWler&l huxls rate at year-end 





mt 



• 

m 

• 



• »«• 

•• 


t M 


Lj 1 ^ 

L) 


2013 2014 2015 Unganm 


Note; In the upperpauel, the height of each bar denotes the numbs of FOMC participants v^to nidge dial, under ^propnate 
monetary policy, the (irsi increase in the target federal funds rate ftotn its cumst range of 0 to ^ peaenl will occur m the specified 
calendar year. In March 2013, the numbers of FOMC participants who judged th^ the first increase in the target federal funds rate 
would occur ui2>}13, 2014,2015, and 2016 were, respectively, 1,4, 13, and 1 lathe lower panel, each shaded cucle indicates the 
\’alue (rounded to the neareel V* peicentage point) of an individual participant's judganeni of the appropriate level of the target 
federal funds rate at the end of the specified calendar year or over the longer run. 


87 


42 PART y. SUMMARY OF fCONOMIC PROjEaiONS 


years lo suppori coDtinued progrejs toward 
maximum employment and a gradual return 
toward 2 percent inflation, Moreover, all 
participants but one judged that it would 
be appropriate to continue purchasing both 
agency mortgage-backed securiues (MBS) and 
longer-term Treasury' securities at least until 
laier this year. 

A majority of participants saw the uncertainty 
associated with their outlook for economic 
growth and the unemployment rate as similar 
to that of the past 20 years. An equal number 
of participants also indicated that the risks to 
the outlook for real gross domestic product 
(GDP) growth and the unemployment rate 
were broadly balanced. Some participants, 
however, continued to see downside risks to 
growih and upside risks to unemplojinent. 

A majority of participants indicated that the 
uncertainty surrounding their projections for 
PCE inflation was similar lo historical norms, 
and nearly all considered the risks to infiaiiou 
lo be either broadly balanced or weigined to 
the downside. 

f/re Outlook for Economic Activity 

Partiapams projected that, conditional 
on their individual assumptions about 
appropriate monetary policy, the economy 
would grow at a faster pace in 2013 than it 
had in 2012. They also generally judged that 
growth would strengthen further in 2014 
and 2015. in most cases to a rate above their 
estimates of the longer-run rale of output 
growih. Most participants noted that the high 
degree of moueiary policy accommodation 
assumed in their projeaions. continued 
improvement in the housing sector and the 
accompanying rise in household net worth, 
and the absence of further fiscal tightening 
should result in a pickup in growth; however, 
they pointed to the foreign economic outlook 
as an ongoing downside risk. 

Tile central tendency of participants 
projections for real GDP growth was 2.3 lo 
2.6 percent for 2013, 3.0 lo 3.5 percent for 


2014. and 2.9 to 3.6 percent for 2015. Most 
participants noted that their projections were 
little changed since March, with the dowtiward 
revisions to growth in 201 3 reflecting the 
somewhat slower-ihan-anticipaied growih 
in the first half. The central tendency for the 
longer-run rate of growih of real GDP was 2.3 
to 2,5 percent, unchanged from March. 

Participants anticipated a gradual decline 
in the unemploymeui rate over the forecast 
period; a large majority projected that the 
unemployment rale would not reach their 
estimates of its longer-run level before 2016. 
The ccnlraJ tendencies of participants’ 
forecasts for the uncmploymem rate were 
7.2 to 7.3 percent at the end of 2013. 6.5 to 
6,8 percent at the end of 2014. and 5.8 
to 6.2 percent at the end of 2015. These 
projections were slightly lowier than in 
March, with participants reacting to recent 
data indicating that the unemployment rate 
had declined by a little more than they had 
previously expected. The central tendency 
of participants' estimates of the longer-run 
normal rate of unemployment that would 
prevail under appropriate monetary policy 
and in the absence of further shocks to the 
economy was 5.2 lo 6.0 percent, the same as in 
March. Most participants projected that the 
unemployment rate would converge lo their 
estimates of its longer-run normal rate in five 
or six years, while some judged that less time 
would be needed. 

As shown in figures 3.A and 3.B. the 
distributions of participants' views regarding 
the likely outcomes for real GDP growth and 
the unemploymem rate were relatively narrow 
for 2013. Their projections for economic 
activity were more diverse for 2014 and 2015, 
reflecting their individual assessments of 
appropriate monetary policy and its Konomic 
effects, the likely rate of improvement in 
the hou-siDg sector and households’ balance 
sheets, the domestic implications of foreign 
economic developments, the prospective path 
for U.S. fiscal policy, the extent of structural 
dislocations to the labor market, and a 
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number of other factors. The dispersion of 
participants’ prcijectious for 2015 and for 
the longer run was little changed relative to 
March: there was some reduction in the upper 
ends of the distributions in 2013 and 2014 for 
both real GDP growth and the uncmplosTncni 
rate. 

The Outlook for Inflation 

All participants marked down their projanions 
for both pep, and core PCE inflation in 201 3. 
reflecting the low readings on inflation so far 
this year. Participants generally judged that 
the recent slowing in inflation partly reflected 
transitory factors, and their projeaions for 
inflation under appropriate monetaiy policy 
over the period 2014-15 were only a little 
low»r than in .March. Participants projected 
that both headline and core inflation would 
move up but remain subdued, with nearly all 
projecting that inflation would be equal to. 
or somewhat below, the FOMCs longer-run 
objective of 2 percent in each year. Specifically, 
the central tendency of participants' 
projections for overall inflation, as measured 
by the growth in the PCE price index, moved 
down to 0.8 to 1.2 percent in 2013 and was 1.4 
to 2.0 percent in 2014 and 1.6 to 2.0 percent 
in 2015. The central tendency of the forecasts 
for core inflation shifted down slightly in 2013 
and 2014, to 1.2 to 1.3 percent and 1 .5 to 
1.8 percent, respectively; the central tendency 
in 2015 was little changed and broadly similar 
to that of headline inflation. In discussing 
factors likely to return inflation to near the 
Committee’s inflation objective of 2 percent, 
several participants noted that the reversal 
of transitory lactors currently holding down 
inflation would cause inflation to mow up 
a little in the near term. In addition, many 
participants viewed the combination of 
stable inflation expectations and diminishing 
resource slack as likely to lead to a gradual 
pickup in inflation toward the Committee's 
longer-run objective. 

Figures 3.C and 3.D provide information 
on the diversity of participants' views about 


the outlook for inflation. The range of 
participants' projections for overall and core 
inflation in 201 3 shifted down, while those 
ranges narrowed in 2014-15. The distributions 
for core and overall inflation in 2015 rematned 
concentrated near the Committees longer-run 
objective, and all participants continued to 
project that overall inflation would converge 
to the FO-MC's 2 percent goal over the longer 
run. 

Appropriate Monetary Poliq 

As indicated in figure 2. most participants 
judged that e.xceptionally low levels of the 
federal funds tale would remain appropriate 
for a couple of years. In particular, 

14 participants thought that the first increase 
in the target federal funds rate would not be 
warranted until sometime in 2015, and one 
judged that policy firming would likely not 
be appropriate until 2016. Four participants 
judged that an increase in the federal funds 
rate in 2013 or 2014 would be appropriate. 

All of the participants who judged that raising 
the federal funds rate target would become 
appropriate in 2015 also projected that the 
unemployment rate would decline below 
6V5 percent during that year and that inflation 
would remain near or below 2 percent. In 
addition, most of those participants also 
projected that a sizable gap between the 
unemployment rate and the longer-run 
normal level of the unemployment rate would 
persist until 2015 or later. Tliree of the four 
participants who judged that policy firming 
should begin in 2013 or 2014 indicated that, 
in their judgment, the Committee would need 
to act relatively soon in order to keep inflation 
near the FOMCs longer-run objective of 
2 percent and to keep longer-run inflation 
expectations well anchored. 

Figure 3.E provides the distribution of 
participants’ judgments regarding the 
appropriate level of the target ferieral funds 
rate at the end of each calendar year from 
2013 to 2015 and over the longer tun. As 
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Figofc 3 A, Distribution of participants* projectiois fcir (be change in real GDP, 2013 1 5 and over the Icager nm 
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FigurelR^iwibutionrfjaticiganlijtrojectiOTsforAMmOTiglo^at^tOOBJ^andovCTjheJongn^i^ 
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Figure 3.C. Distrib«tiM of participapts' {gojections for KE inilation. 2013 1 5 and w er the longer nip 
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Figure 3D. Dismbtaiop of partkipants* projectiODs fw core PCE inflatiop, 2013 15 
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previously doled, most participants judged 
that economic conditions would warrant 
maintaining the current low level of the federal 
funds rate at least until 2015. Among the four 
participants wlio saw the federal funds rate 
leaving the elTective lower bound earlier, their 
projections for the federal funds rate at the end 
of 2014 ranged from 1 to IVi percent: however, 
the median for all participants remained 
at the effective lower bound. Views on the 
appropriate level of the federal funds rate 
at the end of 2015 varied, with the range of 
participants' projections a bit narrower than in 
the March Summary of Economic Projections 
and the median value unchanged at 1 percent. 

All participants sawthe appropriate target for 
the federal funds rate at the end of 201 5 as still 
well below their assessments of its expected 
longer-run value. Estimates of the longer- 
run target federal funds rate ranged from 3% 
to \Vi percent, reflecting the Committee's 
inflation objective of 2 percent and 
participants' individual judgments about the 
appropriate longer-run level of the real federal 
funds rate in the absence of further shocb to 
the economy. 

Participants also described their views 
regarding the appropriate path of the Federal 
Reserve's balance sheet. Given their respective 
Konomic outlooks, all participants but 
one judged that it would be appropriate to 
continue purchasing both agency MBS and 
longer-term Treasury securities About half of 
these participants indicated that it likely would 
be appropriate to end asset purchases late 
this year. Many other participants anticipated 
that it likely would be appropriate to continue 
purchases into 2014. Several participants 
emphasized that the asset purchasie program 
was effective in supporting the economic 
expansion, that the benefits continued to 
exceed the costs, or that continuing purchases 
wuuld be necessary to achieve a substantial 
improvement in the outlook for the labor 
market. A few participants however, indicated 
that the Committee could best foster its dual 
objectives and limit the potential costs of the 


program by slowing, or stopping, its purchases 
at the June meeting. 

Key factors informing participants' views 
of the appropriate path for monetary policy 
included their judgments regarding the values 
of the unemployment rate and other labor 
market indicators that would be consistent 
with maximum employment; the extent to 
which the economy fell short of maximum 
employment and the extent to which 
inflation was running below the Committee's 
longer-term objective of 2 percent: and the 
impheations of alternative policy paths for 
the likely e,xtcnt of progress, over the medium 
term, in returning employment and inflation 
to mandate-consistent levels A couple of 
participants noted that persistent headwinds 
and somewhat slower productivity growth 
since the end of the recession made their 
assessments of the longer-run normal level 
of the federal funds rate, and thus of the 
appropriate path for ihe federal funds rate, 
lower than would otherwi.se be the case. 

Uncertainty and Risks 

A majority of participants reported that 
they saw the levels of uncertainty about 
their projections for real GDP growth and 
unemploymeni as broadly similar to the 
norm during the previous 20 years with the 
remainder generally indicating that they saw 
higher uncertainty about these economic 
outcomes (figure 4)." hi Match, a similar 
number of participants bad seen the level 
of uncertainty about real GDP growth and 
the unemployment rate as above average. A 
majority of participants continued to judge 
that the risks to their forecasts of real GDP 


19. TaHe 2 provtdts estimates of the forecast 
imcenainty for Ihe change in real GDP. Ihe 
unemploymeni mte. and total consumer price inhatioa 
over the period (tom 1993 through 2(I12,.A1 the end 
of this summary, the box ’‘Forecast Uncenainlj” 
disensses the sources and interpretalion of uocerrainty 
in the economic forecasts and explains Ihe approach 
used to assess the uncertainly and risks atlendlng the 
parhdpanls' projectiens. 
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Figure4l^cwta^^ndri^sjnecMODijc^ojwtio^ 
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eri'wth and uncmploymcm vwre broadly 
balanced, wth die remainder generally 
indicatmg that they saw the risks to their 
forecasts for real GDP growth as weighted 
to the downside and for unetttploinient as 
weighted to the upside. The main factors cited 
as conttibutitig to the uncertainty and balance 
of risks about economic outcomes were the 
limits on the ability of monetary policy to 
olTset the effects of adverse shocks when short- 
term interest rates ate neat their effective lower 
bound, as well as challenges with forecasting 
the path of fiscal policy and economic and 
financial developments abroad. 

Participants reponed little change in their 
assessments of the level of uncertainty and 
the balance of risks around Iheir forecasts 
for overall K'K inflation and core inflation. 
Fourteen participants judged the levels of 
uncertainty associated with their forecasts 
for those inflation measures to be broadly 
similar to, or lower than, historical norms: 
the same number saw the risks to those 
projections as broadly balanced. A few 
participants highlighted the likely role 
played by the Committee's adoption of a 
2 percent inflation goal or its commitment 
to maintaining accommodative monetary 
policy as contribuling to the recent stability of 
longer-term inflation expectations and, hence, 
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the relatively low level of uncertainty. Four 
participants saw the risks to their inflation 
forecasts as tilted to the downside, reflecting, 
for example, risks of disinflation that could 
arise from adverse shocks to the economy 
that policy would have limited scope to offset 
in the current environment. Conversely, 
one participant saw the risks to inflation as 
weighted to the upside cilinglhe present 
higlily accommodative stance of monetary 
policy and concerns aboul the Committee's 
ability to shift to a less accommodative policv' 
stance when it becomes appropriate to do so. 
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Forecast Uncertainty 

The economic projections provided by the 
members of the Board of Governors and the 
presidents of the Federal Reserve Banks irtform 
discussions of monetary policy among policymakers 
and can aid public urrderstanciing of the basis for 
policy actions. Considetable uncertainty attends 
rtiese pff>|ectlons, however. The economic and 
statistical models and relationships used to help 
produce €cc>nom(c forecasts are necessarily 
irrfteifect descriptions of the real world, and the 
future path ot’ the ecorromy can be affected by 
myriad unforeseen developments and ev^ts. Thus, 
Insettirtg the stance of monetary policy, pariicipai^s 
consider not only what appears to be the most likely 
economic outcome as embodied in their projections, 
but also the range of alternative possibilities, the 
likelihood of their ocatrring, and the potential costs 
to the economy should they occur. 

Table 2 summarizes the average historical 
accuracy of a range of forecast, including those 
reporled in past Moneiiry Polky fie/wrts and those 
prepared by the Federal Reserve Board's staff in 
advance of meefingsof the Federal Open Market 
Committee. The projection error ranges shown in 
the table illustrate the considerable utycertainly 
assixiated with econorric forecasts, for example, 
suppose a participant projects that real gross 
domestic product (GDP) and total consumer prices 
will rise steadily at annual rates of, rei^Tectivdy, 

3 percent and 2 percent If the uncertainty attending 
those projections is similar to that experienced in 
the past and the risks around the projections are 
broadly balanced, tlie numbers reported in table 2 
would imply a probability of about 70 percent that 
actual GDP would expand within a rat^e of 2.0 In 
4.0 percent in the current year, 1 .4 to 4.6 percent 


in the second year, and 1.2 to 4. B percent In the 
third year. The corresporKling 70 percent confidence 
intervals for overall Inflation would be 1 .2 to 
2.8 percent in the current year and 1 i) to 3 .0 percent 
in the second and third years. 

Because current conditions rr»ay differ from 
(hose that prevailed, on average, over hislory, 
participants provide judgments as to whether the 
uncertainty attached to their projections of each 
variable is greater than, smaller than, or broadly 
similar to typical levels of forecast uncertainly 
in the past, as shown in table 2. f^rticipants also 
provide ludgmenls as to whether the risks to their 
projections are weighted to ttie upside, are weighted 
to the downside, or are broadly balarrced. That is, 
participants judge whether each variable is more 
likely to be above or below their projectiorrs of the 
most likely outcome. These judgments about the 
uncertainty and the risks attending each paiticipani's 
projections are distinct from tlie diversity of 
pdrtic[|>ant$' views about the most likely outcomes. 
Forecast uncertainty Is concerned with the risks 
associated with a particular prc^'ection rather than 
with divergences across a number of different 
projections. 

As with real activity and inflation, theoiitloolc 
for the future path of the federal funds rale is subject 
to considerable uncertainty. Tliis uncertainty arises 
primarily because each participant's assessment of 
the appropriate stance of monetary policy depends 
rmporlantiy on the evolution of real activity and 
inflation over time. If economic conditions evolve 
in an unexpected manner, then assessments of the 
appropriate setting of the federal funds rate would 
change from that point fonvard. 
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Abbreviations 


ABCP 

AFE 

BHC 

BOJ 

C&I 

CP 

CPI 

CRE 

Desk 

ECB 

EME 

E&S 

FOMC 

GDP 

JOB 

MBS 

Micliigan survey 

NFIB 

PCE 

PMI 

REIT 

repo 

reverse repo 

SEP 

SLOGS 

SOMA 

S&P 

TDF 


asset-backed commercial paper 
advanced foreign economy 
bank holding company 
Bank of Japan 
commercial and industrial 
commercial paper 
consumer price index 
commercial real estate 
Open Market Desk 
European Central Bank 
emerging market economy 
equipment and software 

Federal Open Market Committee; also, the Committee 
gross domestic product 
Japauese government bond 
mortgage-backed securities 

Thomsen Reuiers/I.Iuiversity of Michigan Survew of Consumers 

National Federation of Independent Business 

persona) consumption expenditures 

purchasing managers index 

real estate investment trust 

repurchase agreement 

reverse repurchase agreement 

Summary of Economic Projections 

Senior Loan Officer Opinion Survey on Bank Lending Practices 

System Open Market Account 

Standard & Poors 

Term Deposit Facility 


